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ABSTRACT
This study developed out of the author's assignment as an A ir  
Force Reserve o f f ic e r  to the A ir  Force Business Research Management 
Center.
Conforming to trad itional accounting theory and practice, the 
Department of Defense (DOD) presently compensates Its  contractors for 
capital asset use via h is torica l cost a llocative  depreciation methods. 
While f a i r ly  equitable In stable economic periods, this process 
increasingly loses significance and equity during rapid economic 
In f la t  ion.
Observing the accounting environment’ s increasing pressure to 
deviate from trad itiona l methodology, and assuming resulting  
stimulation of asset revaluation, knowledge of thts environment 
becomes essential to development of any a lte rnative  DOD asset 
revaluation system.
Accordingly, a questionnaire was addressed to two groups of 
controllers of major United States corporations to discern magnitude, 
direction, and recent response to In f la t io n 's  e ffe c t on capital asset 
use recognition. The questionnaire also addressed I ts e l f  to the 
semantic orientation of respondents, particu la r ly  to the terms "cost" 
and " p ro f i t"  in connection with a communication problem encountered by 
the A ir  Force In attempting to introduce a "capital funding" 
compensation element as " p ro f it"  In Defense Procurement Circular  
(DPC) No. 107.
v l l i
Ix
An equally Important phase of the research was a study of the
concept of capital asset use, current recognition o f In flationary
effec ts , and some semantic and philosophic considerations of "cost" 
versus " p ro f i t"  In connection with DPC No, 107.
The questionnaire e l ic i te d  a 5*+% response from one group 
(96 of the top 100 DOD contractors In f isca l 1973) and a k$% response
from the other group (a random 100 of the Fortune Top 500).
Responses were computer analyzed for frequency and percentage 
relationships, and a chI-square analysis was performed for group 
answer congrulty and detection of s ignificant difference between 
answers to some questions for I973~7^i compared to prior time.
No significant differences In time period answers, nor 
significant differences between groups' answers were noted.
Some I I  queries were posed for consideration by the 30 
questions In the questionnaire, and responses to these were combined 
with the other phases of the research to reach four major conclusions 
to the study as outlined below.
There Is a c r i t ic a l  tack of pragmatic capital asset 
revaluation experience In the United States. The majority of 
respondents Indicated no h is torica l cost adjustment and the few 
deviations were generally in the form of a "professionally safe" 
general price level type.
As Indicated by the questionnaire response pattern and the 
Intensive research of the authorita tive  professional bodies, 
development of an adequate capital asset use revaluation process Is 
c r i t ic a l  to the United States and DOD. The SEC Is requiring 
replacement cost reporting on Inventories and fixed assets, and a large
percentage of respondents Indicated they would "enthusiastically  
welcome" government sponsored revaluation for taxes and contracting.
Replacement cost Is both highly desirable as a value 
surrogate, and Its  use feasible In a DOD pragmatic capital asset 
revaluation system. I t  Is most d ire c t ly  related to a measure of 
economic sacrifice  and has been widely u t i l iz e d  by appraisers. As 
stated previously, the SEC Is requiring a rudimentary generation of 
replacement cost figures on Inventories and fixed assets, and 
f in a l ly  the Netherlands' Philips Company has demonstrated ample proof 
of Its  pragmatic fe a s ib i l i ty  by operating a replacement cost system 
e f f ic ie n t ly  and e ffe c tiv e ly  on a world-wide basis for a number of 
years.
The f ina l conclusion is that the new "imputed Interest"  
concept fo r compensating DOD contractors should be labeled neither 
"cost" nor " p ro f i t" ,  but rather I t  should be Introduced at the 
operational level as a completely d iffe ren t new concept and adequate 
orientation should be given In the Introduction to the underlying 
economic nature o f the concept.
CHAPTER I
INTRODUCTION
In 1973 the Un i ted  S ta tes  A i r  Force c rea ted  a new u n i t  
des igna ted  the A i r  Force Business Research Management C en te r ,  and 
charged I t  w i t h  the r e s p o n s i b i l i t y  o f  c o o r d in a t i n g  A i r  Force research 
in  the areas o f  defense procurement and improvement o f  general  
bus iness p r a c t i c e s .
The reserve o f f i c e r s  s e le c te d  f o r  i n i t i a l  s t a f f i n g  were each 
o f f e r e d  research t o p i c s  from a comprehensive l i s t  compiled by AFBRMC.
I s e le c te d  the  genera l  t o p i c  o f  " I n f l a t i o n " ,  and the s u b - p r o je c t  
"D e te rm in in g  What Methods are Employed by C i v i l i a n  C o n t ra c to rs  to  
C o n t rac t  in the Economy C ha rac te r iz e d  by Rapid P r i c e  E s c a la t i o n " .
The genera l  and s u b - to p ic s  were f u r t h e r  r e f in e d  i n t o  the work ing 
d e f i n i t i o n  o u t l i n e d  as the t i t l e  o f  t h i s  d i s s e r t a t i o n .
BACKGROUND
A l l o c a t i o n  Versus V a lu a t io n
The t r a d i t i o n a l  approach o f  accountan ts  o f  i n i t i a l l y  
re c o rd in g  asse ts  a t  t o t a l  a c q u i s i t i o n  cos t  has seldom been ques t ioned.  
Th is  procedure is o b j e c t i v e ,  v e r i f i a b l e ,  and adheres to  i n te rn a l  
c o n s is te n c y  in record maintenance.
However, the  measurement o f  asse t  u t i l i t y  d im u n i t l o n  has been 
one o f  the more c o n t ro v e rs  la )  areas o f  acco un t ing  th e o ry .  Since i t
I
f i r s t  reared I t s  fu z z y  headt f o l l o w i n g  the  demise o f  s i n g le  ven tu re  
a c c o u n t in g ,  t h i s  problem has occupied the  minds o f  both academicians 
and p r a c t i c i n g  a c c o un ta n ts .  U n c e r t a i n t i e s  In such areas as asse t  
u s e fu l  l i f e  and sa lvage va lue  are  f u r t h e r  compounded w i t h  the  passage 
o f  t ime by an eve r  w iden ing  gap between h i s t o r i c a l  c o s t  o f  an asse t  
and most measures o f  I t s  c u r r e n t  va lu e .
Accoun t ing  t h e o r i s t s  have proposed v a r io u s  s o lu t i o n s  t o  deal 
w i t h  t h i s  problem o f  asse t  v a l u a t i o n  on the  ba lance sheet and I t s  
consequent e f f e c t  on the income s ta tem e n t ,  i n c lu d in g  p e r i o d i c  
r e v a lu a t io n s  v i a  a genera l  p r i c e  index.
Enthusiasm f o r  the r e v a lu a t i o n  o f  asse ts  in  terms o f  c u r r e n t  
v a lu e ,  a long  w i t h  i t s  pneumat ic  e f f e c t  on s to c k  market p r i c e s ,  ted to  
the sad expe r ience  o f  the 1920's  when " a p p r a i s a l  s u r p lu s "  became a 
synonym f o r  u n r e l i a b l e  s u b j e c t i v i t y .  P r a c t i c i n g  accoun tan ts  sought 
re fuge  from a deluge o f  c r i t i c i s m  by r e i n f o r c i n g  the p r i n c i p l e  o f  
h i s t o r i c a l  c o s t  and the r e la te d  concept  o f  d e p r e c ia t i o n  as an 
a l l o c a t i o n  r a th e r  than a v a lu a t i o n  p rocess .  Thus, f o r  ha rd ,  p r a c t i c a l  
c o n s id e r a t i o n s ,  the concepts o f  h i s t o r i c a l  cos t  and d e p r e c ia t i o n  v ia  
a " r a t i o n a l "  a l l o c a t i o n  method are deep ly  rooted in both f i n a n c i a l  
and income ta x  a c c o un t in g  th e o ry  and p r a c t i c e .
Department o f  D e fe n s e / In te rn a I  Revenue 
S e rv ice  Procedures '  C o n fo rm i ty  t o  
G e n e ra l l y  Accepted Accoun t ing  P r i n c i p l e s
Conforming t o  the p a t t e r n  o f  " g e n e r a l l y  accepted accoun t in g  
p r i n c i p l e s " ,  the  Department o f  Defense (DOD) has t r a d i t i o n a l l y  
u t i l i z e d  I n t e r n a l  Revenue Serv ice -approved  methods o f  d e p r e c ia t i o n  as
a b a s is  f o r  re im bu rs ing  c i v i l i a n  c o n t r a c t o r s  f o r  use o f  t h e i r  c a p i t a l  
asse ts  In n e g o t ia te d  defense procurement.
That  the  b a s ic  t a x  c o l l e c t i o n  p h i lo so p h y  o f  the  In t e r n a l  
Revenue S e rv ice  and the c o n t r a c t i n g  p h i lo s o p h y  o f  the Department o f  
Defense should be w id e ly  d iv e rg e n t  cou ld  be perhaps summed up in the 
o ld  adage t h a t  " t a x a t i o n  and e q u i t y  are seldom the  best o f  f r i e n d s . "  
As Ross p o in t s  o u t ,  "The most deep ly  che r ishe d  c o n v i c t i o n  o f  the  ta x  
c o l l e c t o r  Is a s t ro n g  f a i t h  in the ta x p a y e r ' s  a b i l i t y  t o  look  a f t e r  
h im s e l f .  Thus the c o l l e c t o r ' s  p r i n c i p a l  concern Is t o  p reven t  income 
from being u n d e r s ta te d . " ^
Whi le  I t  is  t r u e  t h a t  a b a s ic  premise o f  DOD procurement 
a c t i v i t i e s  is  the a c q u i s i t i o n  o f  goods and s e rv ic e s  a t  the lowest 
p o s s ib le  cos t  c o n s i s te n t  w i t h  re q u i re d  q u a l i t y  and q u a n t i t y ,  t h i s  
premise is  c o n d i t io n e d  by a hos t  o f  o th e r  soc io -economic  p o l i c y  
c o n s id e r a t i o n s .  Among these are la b o r  law, p r i c i n g ,  "buy  Amer ican" ,  
Small Business A d m in i s t r a t i o n ,  n o n - d i s c r im in a t i o n ,  and pa te n t  
p o l i c i e s .  With  the e xc e p t io n  o f  " o f f - t h e - s h e l f "  purchases on the 
open m a rke t ,  a g u id in g  l i g h t  in  DOD procurement is  e q u i t a b le  t r e a t ­
ment o f  the c o n t r a c t o r s  i t  dea ls  w i t h .  To quote from The Procurement 
Funct i o n :
The government has a consc ience .  I t  has no i n t e n t i o n  
o f  d e a l in g  w i t h  i t s  c o n t r a c t o r s  as f i r m s  In the  commercial 
w o r ld  deal w i t h  each o th e r ,  where one 's  toss Is a n o th e r ' s
'Howard Ross, The E lu s iv e  A r t  o f  A c c o u n t in g , (New York: 
The Ronald Press Company, 1966), p.  1 CXj .
gain . . . We are In some cases extremely severe, but always 
scrupulously f a i r ,  always Im p artia l.2
While generally accepted accounting princip le dictated  
allocation methods of depreciation are theoretica lly  geared to " fa i r  
presentation of financial position and operating results, they are m 
used as the basis of managerial decisions concerning the assets, 
except for consideration of th e ir  income tax e ffe c t .  To imply then 
that these methods of depreciation should serve as a basis for 
"equitable" compensation of contractors seems to be theoretica lly  a 
contradiction In terms, since the methods are by defin it ion  
"allocation" and not "valuation" processes.
In practice, during periods of re la t ive ly  moderate economic 
fluctuations, or of slowly rising In f la t io n , the assumption of a 
"constant dollar" and the related use of allocation depreciation 
methods have not created tremendous d i f f ic u l ty  or inequity in the 
governmental contracting process. While theoretical objections have 
been recognized, both government and contractor have been generally 
satisfied  to le t h is torica l cost and allocation methods of deprecia­
tion serve as a basis for capital asset use compensation, white 
concentrating negotiation e ffo rts  on various other elements of the 
" p ro f it  formula".
2
The Procurement Function. (Commander's B r ie f) ,  Procurement 
Olvlsion, S ta ff Judge Advocate, Resident Auditor, U. S. A ir  Force, 
October, 1971, p. I .
5Current Recognition of the Effect of 
In f la t io n  on Capital Asset Use 
CanpensatIon
In p e r io d s  o f  r a p i d l y  e s c a la t i n g  I n f l a t i o n ,  h i s t o r i c a l  c o s t /  
a l l o c a t i o n  methods o f  d e p r e c ia t i o n  o b v io u s ly  do not  g e n e r a t l y  serve 
as an adequate bas is  f o r  le a v in g  the c o n t r a c t o r  "w h o le "  a f t e r  
government-caused d im u n l t i o n  o f  c a p i t a l  asse t  u t i l i t y .  Th is  has 
been recogn ized by the Tax Court  in two r e n e g o t i a t i o n  cases in v o lv i n g  
Boeing and North American a i r c r a f t  companies, where the Cour t  se t  
as ide  h i s t o r i c a l  cos t  less accumulated d e p r e c ia t i o n  in f a v o r  o f  
" f a i r  market v a lu e "  as a de te rm inan t  o f  asset  b a s is .
The I n t e r n a l  Revenue Se rv ice  has h a r d l y  sh ied away from 
a p p l i c a t i o n  o f  the term " f a i r  market v a lu e "  in such areas as 
t a x a b i l i t y  o f  asse t  exchanges,  employee compensation v i a  asset 
r e c e i p t ,  c o n s t r u c t i v e  d iv id e n d  r e c e ip t  v ia  sa les  o f  c o rp o ra te  asse ts  
t o  s to c k h o ld e rs  a t  less than " f a i r  market v a lu e " ,  e t c .
The Cost Accoun t ing  Standards Board has a ls o  recognized the 
v a l i d i t y  o f  t h i s  problem by a u t h o r i z i n g  a s t a f f  research p r o j e c t  
r e la te d  to  a p p ro p r ia te  r e c o g n i t i o n  o f  cos t  o f  c o n t r a c t o r  c a p i t a l  in 
performance o f  n e g o t ia te d  defense c o n t r a c t s .  Th is  p r o j e c t  appears 
to  be a much broader s tudy than the p r o j e c t  I propose,  and a p p a re n t ly  
couches " c a p i t a l "  in the much less r e s t r i c t i v e  sense o f  asse ts  in 
r e l a t i o n  to  d e b t ,  s to c k ,  and re ta in e d  e a rn in gs .  The emphasis in t h i s  
s tudy  appears t o  be on the "economic c o s t "  o f  c a p i t a l  asse t  a c q u i s i t i o n  
in terms o f  payment requ i red  to  v a r io u s  fa c to r s  in o rde r  to  acq u i re  
the necessary funds f o r  c a p i t a l  asset  a c q u i s i t i o n .  R isk  a n a ly s i s  a ls o  
w i l l  be a major  c o n s id e r a t i o n  o f  t h i s  s tudy .  The a pp rop r ia tene ss
6and f e a s i b i l i t y  o f  d e ve lop in g  a p o s s ib le  cos t  acco u n t in g  s tandard  
d e a l in g  w i t h  t h i s  genera l  s u b je c t  is  a l s o  being s tu d ie d  by the CASB.
Two a d d i t i o n a l  f a c t o r s  lend Impetus t o  the  A i r  Fo rce 's  i n t e r e s t  
In t h i s  problem. The A i r  Force does not regard i t s e l f  as a p r i c e  
maker, but r a t h e r  a p r i c e  ta k e r  in  economic terms; hence, the  Increased 
c o m p e t i t i o n  f o r  resources in a r a p i d l y  e s c a la t i n g  economy w i l l  demand 
c o m p e t i t i v e  n e g o t i a t i o n  p r a c t i c e s  In o r d e r  t o  e f f e c t  necessary 
procurement.  In a d d i t i o n ,  the  Department o f  Defense has made known 
I t s  I n t e n t i o n  o f  d i v e s t i n g  i t s e l f  o f  as much ownersh ip  o f  c a p i t a l  
asse ts  as p o s s ib l e ,  and o f  m in im iz in g  f u r t h e r  a c q u i s i t i o n .  Th is  
should t r a n s l a t e  i n t o  increased p ressu re  t o  recogn ize  e c o n o m ic a l ly -  
a d jus te d  cos ts  o f  c o n t ra c to r -o w ne d  c a p i t a l  a sse ts  as a bona f i d e  
s u b je c t  f o r  c o n t r a c t  n e g o t i a t i o n .
W h i le  the  purpose o f  t h i s  s tud y  is  to  examine c u r r e n t  
p r a c t i c e s  in d e a l in g  w i t h  I n f l a t i o n a r y  e f f e c t s  on c a p i t a l  asse t  use 
compensation in the  Un i ted  S ta te s ,  the expe r ience  o f  o th e r  c o u n t r i e s  
in  cop ing  w i th  t h i s  problem on a p r a c t i c a l  bas is  should not be o v e r ­
looked.
A rev iew  o f  p r a c t i c e s  o f  L a t i n  American c o u n t r ie s  plagued by 
h igh ra te s  o f  i n f l a t i o n  a t  v a r io us  t imes s ince  1950 revea led  a l lo w a b le  
procedures ranging from o p t i o n a l  r e v a lu a t i o n  o f  c a p i t a l  asse ts  In 
Mexico t o  mandatory annual r e v a lu a t i o n  o f  land and b u i l d i n g s  In 
Columbia .^  R eva lu a t io n  procedures have been geared t o  such d iv e rs e
3
Edward L. E l l i o t t ,  The Nature and Stages o f  Accoun t ing  
Development in L a t i n  Am er ica . Monograph 4 .  (Urbana, I l l i n o i s :
Center f o r  I n t e r n a t i o n a l  Educat ion  and Research In A ccoun t ing ,
1968).
f a c t o r s  as one- t im e  c u r re n c y  d e v a lu a t io n s ,  f l u c t u a t i o n s  in exchange 
ra tes  between Ind igenous c u r re n c y  and the U. S. d o l l a r ,  cos t  o f  
l i v i n g  Indexes, and a p p r a i s a l s .
I t  i s  i n t e r e s t i n g  t o  no te  t h a t  a p p a r e n t ly  In cases where 
asse t  r e v a lu a t i o n  is  o p t i o n a l ,  the re  has been a re lu c ta n c e  t o  
e x e rc is e  the o p t i o n  due t o  a t t e n d a n t  tax  increases in the form o f  
e i t h e r  one- t im e  assessments based on the c a p i t a l  inc re ase ,  o r  
r e c u r r i n g  annual increased taxes s i m i l a r  t o  a s t a t e  c o rp o ra te  f r a n c h !  
ta x  on c a p i t a l  ba lances .
The concept o f  e x p l i c i t  i n f l a t i o n  r e c o g n i t i o n  v ia  ad jus te d  
“ c o s t "  reimbursement versus  i m p l i c i t  r e c o g n i t i o n  v i a  " p r o f i t "  
charges (a problem p e c u l i a r  t o  governmental c o n t r a c t i n g )  is  a ls o  
Inco rpo ra ted  i n t o  t h i s  s tudy .
Another  example o f  problems encountered would be the v i o l e n t  
c o n t ro v e rs y  in Mexico su r round ing  u t i l i z a t i o n  o f  d e p r e c ia t i o n  
charges based on reva lued asset  accounts as a f a c t o r  In lab o r  wage 
n e g o t l a t i o n s .
I t  appears t h a t  re ga rd le ss  o f  a L a t i n  American government 's  
w i l l i n g n e s s  t o  a l l o w  r e v a lu a t io n  o f  c a p i t a l  a s s e ts ,  the re  has been 
l i t t l e  I n c l i n a t i o n  to  veer  from a r b i t r a r i l y  de termined a l l o c a t i o n  
procedures .  A genera l  tendency is  to  a l l o w  o n ly  s t r a i g h t  l i n e  
d e p r e c ia t i o n  a t  r e l a t i v e l y  modest annual ra tes  set  "ac ross  the 
board" f o r  v a r io u s  c a te g o r ie s  o f  a s se ts .  Th is  may be the " f a i r e s t "  
a l t e r n a t i v e  In de ve lop ing  economies where, as Bryce pu ts  i t ,
8businessmen o f t e n  " p r i d e  themselves upon dev ious  methods o f  book '
t*
keeping so they  can evade t a x e s . "  A r n e t t  would a l s o  argue t h a t
I n t a n g ib l e  concepts such as " f a i r n e s s "  (hence perhaps " e q u i t y "  In
government c o n t r a c t i n g )  cannot be measured, and t h a t  be ing " f a i r "
im p l ie s  m a in ly  u t i l i z i n g  methods in accordance w i t h  the sometimes
c
a r b i t r a r y  " r u l e s  o f  the  game".
I t  Is deba tab le  whether t h i s  s o r t  o f  l o g ic  should ap p ly  to  
government c o n t r a c t i n g  In an env i ronment  c h a r a c te r i z e d  by adequate 
d i s c l o s u r e ,  co s t  acco un t in g  s tandards de term ined by an a u t h o r i t a t i v e ,  
informed body, and a genera l  w i l l i n g n e s s  t o  n e g o t ia te  on the  p a r t  o f  
a l l  p a r t i e s  concerned.
A recent  charge by Senator  Proxml re t h a t  POO c o n t r a c t o r s  
u t i l i z e  a c c e le ra te d  d e p r e c ia t i o n  methods t o  recoup cos ts  r a p i d l y  
from the  government on asse ts  t h a t  are  re ta in e d  in s e r v ic e ,  and 
l a t e r  used f o r  non-government p r o d u c t io n ,  p o in t s  up the problem o f  
j u s t i f y i n g  a l l o c a t i o n  procedures to  d i v e rs e  i n t e r e s t s .
The problem o f  how t o  t r e a t  asse ts  which have p r e v io u s ly  
been f u l l y  de p re c ia te d  in non-government c o n t r a c t s  a l s o  is  t r o u b l e ­
some.
Donated asse ts  may p r e s e n t l y  be c a p i t a l i z e d  (and hence t h e i r  
use compensated) a t  " f a i r "  va lue  a t  t ime o f  r e c e i p t .  Defense P ro­
curement C i r c u l a r  No. I l l ,  which p ro v ide s  g u id e l i n e s  f o r  asse t  
c a p i t a l i z a t i o n ,  does not  e la b o r a te  on how " f a i r "  va lue  is  de te rm ined .
UMurray D. Bryce, Indust  r i a l  PeveIopment, (New York;
McGraw-Hi l l  Book Company, i 960) ,  p.  60.
^Haro ld  E. A r n e t t ,  "The Concept o f  F a i r n e s s , "  Accoun t inq  
Review. V o l .  XL 11 ( A p r i l ,  1967), pp. 292-29^.
9The magnitude o f  the problems Invo lved  In a d m in is te r in g
c a p i t a l  asse t  compensat ion u t i l i z i n g  methods based on " o b j e c t i v e 11!
" v e r i f i a b l e "  h i s t o r i c a l  co s t  Is  tremendous. How much more d i f f i c u l t
I t  would be to  u t i l i z e  e c o n o m ic a l ly  a d ju s te d  asse t  bases Is o b v iou s .
The o t h e r  s ide  o f  the co in  Is  the Idea expressed by George May t h a t
th e re  Is  "n o  promise t o  fo rs a k e  a l l  o th e rs  and c lea ve  u n to  cos t  on
c
the p a r t  o f  a c c o u n t in g . "
Accoun t ing  has t r a d i t i o n a l l y  chosen the v i r t u e s  o f  o b j e c t i v i t y
and v e r i f i a b i l i t y  ove r  the s i r e n  c a l l  o f  " c u r r e n t  v a lu e " ;  p r i m a r i l y ,
I b e l i e v e ,  because the r i s k s  o f  s u b j e c t i v i t y  were not  outweighed by
a monumental d i f f e r e n c e  between h i s t o r i c a l  co s t  and c u r r e n t  v a lu e .
W i thou t  a rgu ing  the r e l a t i v e  m e r i t s  o f  the i n d u c t i v e  approach he re ,
i t  i s  obv ious  t h a t  a ccoun t in g  has g e n e r a l l y  regarded th e o ry  as the
handmaiden o f  p r a c t i c e .
We have p r id e d  ou rs e lv e s  on be ing a "p ra g m a t ic "  d i s c i p l i n e ,
but perhaps have m is i n t e r p r e t e d  the meaning o f  pragmatism to  Imply
e q u iva le n cy  t o  c u r r e n t  p r a c t i c e ,  and no t  what c u r r e n t  p r a c t i c e  is
capable o f  do ing .
Pr ince  d iscusses  n ine  c h a r a c t e r i s t i c s  o f  pragmat ism, th re e
o f  which I b e l ie v e  have d i r e c t  re levance to  the p resen t  s i t u a t i o n  In
asse t  r e v a lu a t i o n :
( I )  A l l  o f  l i f e  is  engaged in con t inuous  change o r  
e v o l u t i o n .  In o t h e r  words e v e r y th in g  Is in a t r a n s i t i o n a l  
s e t t  ing .
^George 0. May, " L i m i t a t i o n s  on the S ig n i f i c a n c e  o f  Invested 
C o s t , "  Accoun t ing  Review, (October ,  1952), p. H37.
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(2) Fur thermore,  one needs t o  know the pas t  h i s t o r y ,  the 
p re s e n t ,  and some e s t im a t i o n  o f  the f u t u r e  d i r e c t i o n  o f  an 
o b je c t  o r  aspect  o f  l i f e .  I t  is  necessary t o  s im u l ta n e o u s ly  
recogn ize the impact o f  these th re e  s ta te m e n ts - - th e  t o t a l  
t r a n s i t i o n  o f  l i f e ,  the i n t e r a c t i o n  o f  the  o b je c t  w i t h  the 
e nv i ronm en t ,  and the  p a r t i c u l a r  t r a n s i t i o n  t h a t  a g ive n  o b je c t  
o r  aspect  is  e x p e r ie n c in g .
(3) A l l  u n d e r s ta n d in g - - a 11 i n t e 1 1igence- -Ts  r e l a t i v e  to  the 
p resen t  degree o f  development In the  areas o f  o b s e rv a t io n  and 
measurement. T h e re fo re ,  as new i n s ig h t s  a re  made In o b s e rv a t io n  
and measurement, i t  is  necessary to  m o d i fy  c e r t a i n  c u r re n t  
t h e o r i e s . ?
To paraphrase the  c e le b ra te d  George Bernard Shaw/G.K.
C hes te r ton  exchange re ga rd ing  C h r i s t i a n i t y ,  I b e l ie v e  asse t  re v a lu a ­
t i o n  has not been t r i e d  and found w an t in g ,  bu t  r a th e r  t h a t  asse t  
r e v a lu a t io n  has been found t o  be d i f f i c u l t ,  and not r e a l l y  t r i e d .
Ross would a p p a r e n t ly  agree w i t h  t h i s  idea,  and o u t l i n e s  the
exper ience  o f  the Im per ia l  Tobacco Company o f  Canada, L im i te d  to
i l l u s t r a t e  the Idea th a t  problems which appear a lmost  i n s o lu b le  in
th e o ry  o f t e n  g ive  way t o  r e l a t i v e l y  easy s o l u t i o n  In p r a c t i c e .
Imper ia l  Tobacco began in  1961 t o  fo rm u la te  i t s  f i n a n c i a l  s ta tements
u t i l i z i n g  f i x e d  asse ts  a t  c u r r e n t  va lues  and has con t inued  to  do so
th rough the p resen t  t im e .  Acco rd ing  to  Ross, the f i n a l  r e s u l t  has
g
"s to o d  up t o  the  s c r u t i n y  o f  the f i n a n c i a l  commun ity . "  R e a l i z in g  th a t  
"one swal low does no t  a summer make",  I b e l ie v e  th e re  Is  much v a l i d i t y  
In the assumption th a t  acco un t ing  can and w i l l  deve lop accep tab le  
means o f  p r o v id in g  f o r  the r e c o g n i t i o n  o f  economic i n f l a t i o n ' s  e f f e c t  
on c a p i t a l  asset  bases.
^Thomas R. P r in c e ,  Ex tens ion  o f  the  Boundaries o f  Accoun t ing  
T h eo ry . ( C in c i n n a t i :  South-Western P u b l i s h in g  Co . ,  1363), pp. 27~28.
®Ross, op. c i t . ,  pp. 13**“ 135.
11
As a f i n a l  example o f  an acco un t ing  response to  i n f l a t i o n a r y  
e f f e c t s  In p r i o r  t im e s ,  the development o f  the L l f o  method o f  
in v e n to r y  v a lu a t i o n  m igh t  be c i t e d .  Regard less o f  the t h e o r e t i c a l  
o b je c t i o n s  to  L l f o  and i t s  u n r e a l i s t i c  e f f e c t  on the ba lance she e t ,  
i t  has su rv iv e d  wars ,  re cess ion s ,  and p o l i t i c a l  change. I t  has 
p rov ided  a workable  a l t e r n a t i v e  to  a l l e v i a t e  r e c o g n i t i o n  o f  i n f l a t e d  
gross p r o f i t  in  i n f l a t i o n a r y  p e r io d s .  Whi le  the l o g i s t i c a l  mechanics 
o f  asse t  r e v a lu a t i o n  would have to  be much more s o p h i s t i c a te d  than 
those o f  the L i f o  method, I do not  b e l ie v e  they  are beyond the 
c a p a b i l i t i e s  o f  a c c o u n t in g - - g i v e n  the p rope r  m o t i v a t i o n  and freedom 
from h i s t o r i c a l  c o n s t r a i n t s .
Whether the Department o f  Defense should proceed w i th  
a t tem p ts  to  deve lop an asset  r e v a lu a t i o n  system which f l i e s  in the 
face o f  g e n e r a l l y  accepted accoun t ing  p r i n c i p l e s ,  h i s t o r i c a l  c o s t ,  
and c o n s e rv a t i v e  balance sheet p r e s e n t a t i o n ,  is  o b v io u s ly  an 
in c e n d ia ry  q u e s t io n ,  p a r t i c u l a r l y  in l i g h t  o f  the cons tan t  f e a r  on 
the p a r t  o f  many accountan ts  th a t  accoun t in g  by government f i a t  is  
j u s t  around the c o rn e r .
My own f e e l i n g  is  th a t  t h i s  m igh t  be an ideal  env i ronment t o  
t e s t  and develop an asse t  r e v a lu a t io n  p rocess ,  g iven the c o m p e t i t i v e  
I n t e r p la y  o f  c o n t r a c t o r  and government pu rcha se r ,  and the assumption 
th a t  the r e s u l t i n g  process is  designed to  f a c i l i t a t e  e q u i t a b le  
c a p i t a l  asset  use compensat ion, and not to  d i c t a t e  general  acceptance 
by the a ccoun t in g  p r o fe s s io n .
When, and i f ,  r e v a lu a t io n  o f  asse ts  f o r  the purpose o f  
repor ted  income d e te rm in a t io n  becomes a n e c e s s i t y  in t h i s  co u n t ry  due
12
t o  e f f e c t s  o f  I n f l a t i o n ,  the lessons learned in c a p i t a l  asse t  re v a lu a ­
t i o n  f o r  c o n t r a c t o r  compensat ion cou ld  be In v a lu a b le .
A p h i lo s o p h y  which has served long and w e l t  is  not  l i g h t l y  
c a s t  a s id e ,  but t h a t  idea w i l l  com fo r t  us l i t t l e  i f  we have r e l i e d  
on a "Magino t  L in e "  o f  h i s t o r i c a l  c o s t ,  and sudden ly  f i n d  o u rs e lv e s  
en gu l fed  by a r a p i d l y  r i s i n g  sea o f  c u r r e n t  va lues  which renders  co s t  
absurd as a bas is  f o r  t r a n s a c t in g  business o r  r e p o r t i n g  e f f e c t s  o f  
those t r a n s a c t io n s .
"C o s t "  Versus " P r o f i t "
Defense Procurement C i r c u l a r  107 p rocedures ,  a v a i l a b l e  to  
DOD c o n t r a c t o r s  s ince  December 11, 1972, p ro v id e  f o r  an equal  
c o n s id e r a t io n  o f  we igh ted g u id e l i n e  procedures and c a p i t a l  u t i l i z a ­
t i o n  in  c o n t r a c t o r  p r o f i t  n e g o t i a t i o n .
White  t h i s  was an a t tem p t  p r i m a r i l y  t o  p ro v id e  c o n t r a c t o r  
r e l i e f  in the form o f  re cog n iz in g  increased fu n d in g  cos ts  in c a p i t a l  
asse t  a c q u i s i t i o n  v i a  a l l o w in g  a p r o f i t  element c a l c u la te d  on 
c a p i t a l  u t i l i z e d ,  a recent  survey  in d ic a te d  t h a t  less than one 
pe rcen t  o f  c o n t r a c t s  l e t  d u r in g  t h i s  pe r io d  have taken advantage o f  
the rev ised  p rocedures.
C o n t ra c to rs  have been r e l u c t a n t  to  acknowledge compensat ion 
f o r  c a p i t a l  asset  use as an element o f  " p r o f i t "  as opposed to  " c o s t " .  
The concept o f  " p r o f i t "  in n e g o t ia te d  reimbursement type c o n t r a c t s  
appears to  be much more v o l a t i l e  and ameanable to  s u b je c t  /e 
i n t e r p r e t a t i o n  than is  " c o s t " ,  hence the n a tu ra l  re lu c ta n c e  on the 
p a r t  o f  DOD c o n t r a c t o r s  to  s h i f t  a compensat ion element away from the 
ca te go ry  o f  " c o s t "  and i n to  the ca tego ry  o f  " p r o f i t " .  Th is  re lu c ta n c e
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by c o n t r a c t o r s  t o  u t i l i z e  a b e n e f i c i a l  p r o v i s i o n  because o f  the 
" l a b e l "  a t tache d  t o  the  compensation, p o in t s  up a n e a r l y  u n iv e r s a l  
tendency o f  human beings t o  confuse a symbol and the t h in g  o r  idea 
f o r  which I t  s tands .
Hayakawa would d i s t i n g u i s h  between the " I n t e n s t o n a l "  meaning
o f  a word— t h a t  which is  connoted in s id e  an i n d i v i d u a l ' s  head, and
I t s  "e x ten s Io n a  I "  m e a n in g - - th a t  which i t  p o in t s  t o  in  the rea l  
g
w o r ld .  He a l s o  p o in t s  o u t  the human tendency t o  seek Imprisonment 
o f  r e a l i t y  In o u r  d e s c r i p t i o n  o f  I t .  Acco rd ing  t o  him t h i s  leads to  
symbol worsh ip  and " c a t e g o r i e s  we once ev o lv e d ,  and which were the 
t o o l s  we used In o u r  i n te rc o u rs e  w i t h  r e a l i t y ,  become h o p e le s s ly  
b lu n te d . " * 0
He notes t h a t  " s o c i e t y  regards as ' t r u e '  those c l a s s i f i ­
c a t io n s  t h a t  ach ieve  de s i re d  r e s u l t s " ,  and as a r e s u l t  o f  t h i s  we 
tend to  become " tw o - v a lu e  o r i e n t e d " ,  v iew ing  th in g s  in an e i t h e r / o r  
c o n t e x t . * *  Since i n t e r e s t  pa id  on funds t o  acq u i re  c a p i t a l  asse ts  
has not t r a d i t i o n a l l y  been c a p i t a l i z e d  nor  inc luded  in a c l a s s i c  
c a t e g o r i z a t i o n  o f  m anu fac tu r in g  overhead,  i t  does not  f i t  i n t o  the 
h i s t o r i c a l  concept o f  " c o s t "  o f  c a p i t a l  a sse ts ;  but y e t  t o  imply t h a t  
a compensation element based on c a p i t a l  u t i l i z e d  should be 
c a te g o r iz e d  as " p r o f i t "  c l e a r l y  made the c o n t r a c t o r s  uncom fo r tab le .
An e x te n s lo n a l  o r i e n t a t i o n  on the p a r t  o f  the c o n t r a c t o r s  
would have perhaps led t o  a r e c o g n i t i o n  th a t  t h i s  b e n e f i c i a l
% .  I .  Hayakawa, Language in Thought and A c t i o n . (New York: 
H a rc o u r t ,  Brace and World^ In c .7  196V), PP* 57” 59■
* ° l b i d . ,  p. 169.
* * I b i d . , pp. 223-233.
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procedure need not  n e c e s s a r i l y  be c i r c u m s c r ib e d  by e i t h e r  o f  the 
I n t e n s l o n a l l y  o r ie n te d  concepts o f  " p r o f i t "  o r  " c o s t " .  One o f  the 
areas I In tend  t o  cove r  in my s tudy  o f  c a p i t a l  asse t  compensation Is 
the tendency t o  c l a s s i f y  procedures and Ideas i n t o  two-va lued  systems 
which f o s t e r  the concept o f  "symbol w o rs h ip " .  I b e l ie v e  p a r t  o f  the  
r i g i d i t y  and re lu c ta n c e  to  a l l o w  Im a g in a t iv e  d e v ia t i o n s  from h i s t o r i c a l  
cos t  Is due to  t h i s  tendency.
DELINEATION OF THE PROBLEM
Th is  s tudy addresses I t s e l f  t o  the problem o f  d i s c e r n in g ,  
f o r  two separa te  groups,  the magni tude,  d i r e c t i o n ,  and type o f  recent  
response to  the  e f f e c t  o f  I n f l a t i o n  on c a p i t a l  asse t  use compensation. 
As an a d d i t i o n a l  c o n s id e r a t i o n ,  the idea t h a t  " tw o - v a lu e d "  o r i e n t a t i o n  
has h indered  our a t tem p ts  to  deal w i t h  problems such as asse t  
r e v a lu a t io n  w i l l  a l s o  be e x p lo re d .
The two groups were comprised o f  one se le c ted  from among the 
index o f  100 companies which rece ived  the la rg e s t  d o l l a r  volume o f  
m i l i t a r y  pr ime c o n t r a c t  awards in f i s c a l  year  1973, and the o th e r  
from among Fortune magazine 's  l i s t  o f  top 500 U. S. c o r p o r a t io n s ,  
e x c lu d in g  any c o r p o r a t io n s  in the f i r s t  group.
The meaning o f  the term " c a p i t a l  a s s e t "  as used throughout  
t h i s  s tudy  is  de f ined  t o  conform to  Defense Procurement C i r c u l a r  
No. I l l ;  i . e . ,  asse ts  have have p h y s ic a l  substance,  more than 
min imal v a lu e ,  and are expected to  be he ld  by an e n t e r p r i s e  f o r  
con t inued  use o r  possess ion beyond the c u r r e n t  accoun t ing  p e r io d  f o r  
the s e r v ic e s  they  y i e l d .  Th is  would in c lud e  art o r i g i n a l  complement o f
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low cos t  equipment i tems whose i n d i v i d u a l  cos t  m igh t  not  w a r ra n t  
c a p i t a l I z a t l o n ,  bu t  whose aggregate c o s t  rep resen ts  a m a t e r i a l  
inves tm en t .
The term "campensat ion "  as used above is  in tended t o  imply 
i n t e r n a l  c a l c u l a t i o n s  f o r  c o rp o ra te  management t o  i n d ic a t e  in c u r r e n t  
d o l l a r s  what i t  would take to  make the c o r p o r a t i o n  "w h o le "  aga in  a f t e r  
p rodu c t ion -ca use d  d im u n i t i o n  o f  asset  u t i l i t y .
The s tudy  is  not aimed a t  r e p o r t i n g  f o r  e x te r n a l  use rs  v i a  
" g e n e r a l l y  accepted accoun t in g  p r i n c i p l e s " ,  a l though  asse t  re v a lu a ­
t i o n  a t tem p ts  in t h i s  area are exp lo red  v ia  a rev iew  o f  r e la te d  
b i b l i o g r a p h i c  m a t e r i a l .
RESEARCH METHODOLOGY
The m ethodo iog ic  approach to  the s tudy  was d i v id e d  i n t o  
th re e  r e la te d  phases.
The f i r s t  phase encompassed an e x te n s iv e  exam ina t ion  o f  
l i t e r a t u r e  and com p i l in g  o f  a re la te d  b i b l i o g r a p h y .  Sources f o r  t h i s  
m a te r i a l  inc luded the Defense Documentation C en te r ;  Cameron S ta t i o n  
V i r g i n i a ;  Defense L o g i s t i c s  S tud ies  In fo rm a t io n  Exchange, F o r t  Lee, 
V i r g i n i a ;  Legal In fo rm a t io n  through E le c t r o n i c s  (LITE) system, HQ 
USAF/JASL, Denver, Colorado;  N i c h o l l s  S ta te  U n i v e r s i t y  L i b r a r y ;
LSU Baton Rouge L i b r a r y ;  and the A i r  Force I n s t i t u t e  o f  Technology 
L i b r a r y ,  W r ig h t -P a t te r s o n  A i r  Force Base, Ohio.
'^Defense Procurement C i r c u l a r  Ho. I l l ,  (Washington; 
Department o f  Defense, June 6 , 197*0, p. 7**.
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Th is  e xam ina t ion  p rov ide d  In fo rm a t io n  f o r  exa m ina t ion  and 
d is c u s s io n  o f  the concepts  o f  c a p i t a l  asse t  use compensation, c u r r e n t  
asse t  v a l u a t i o n ,  env i ronment and the human tendency t o  p o l a r i z e  con* 
cep ts  such as " c o s t "  and " p r o f i t "  t o  the  d e t r im e n t  o f  s o l v in g  
p r a c t i c a l  prob lems. Th is  phase a l s o  p rov ided  a s s is ta n c e  In d e l i n e a t i n g  
the  concepts and re la te d  q u e s t io n s  t o  be inc luded on the  q u e s t io n n a i r e .
The second phase encompassed the de s ign ,  e v a lu a t i o n ,  and 
m a i l i n g  o f  the q u e s t i o n n a i r e ,  In c lu d in g  one f o l l o w - u p  m a i l i n g  to  
non-responders .  The q u e s t io n n a i r e  was addressed to  the  c o n t r o l l e r  
o r  h i s  e q u iv a le n t  o f  196 m a jo r  U n i te d  S ta tes  c o r p o r a t i o n s .  One group 
was comprised o f  96 o f  the  top 100 defense c o n t r a c t o r s ,  and the o th e r
group o f  100 chosen a t  random from the fo r t u n e  Top 500 less any
inc luded  In the f i r s t  group.  The q u e s t io n n a i r e  con ta ine d  30 s h o r t ,  
e a s i ly -answ e red  qu e s t io n s  designed t o  f u r n i s h  some measure o f  response 
t o  the problem o f  compensation f o r  c a p i t a l  asse t  use; whether t h i s  
response, I f  any, has been in the d i r e c t i o n  o f  asse t  r e v a lu a t io n  o r  
a l t e r n a t i v e  p rocedures ,  and what com pu ta t iona l  dev ices  ( I . e . ,  indexes, 
a p p r a i s a l s ,  e t c . )  were u t i l i z e d .  In a d d i t i o n  some o f  the qu es t ions  
were designed to  t e s t  w i l l i n g n e s s  t o  d e v ia te  from In te n s lo n a l  
concep t ions  o f  the terms " c o s t "  and " p r o f i t "  In d e a l in g  w i t h  the 
element o f  c a p i t a l  asse t  use compensation.
The t h i r d  phase invo lved  c o l l e c t i o n  and group ing  o f  the data  
fu rn is h e d  by the  q u e s t i o n n a i r e ,  and a n a ly z in g  them v i a  measures o f  
frequency and d i s p e r s io n ,  in o rd e r  to  draw some con c lus io n s  about
the magnitude and type  o f  response to  I n f l a t i o n a r y  e f f e c t s .
In a d d i t i o n ,  some t e n t a t i v e  con c lus ions  were reached r e l a t i v e  
t o  the  e x te n s io n a l  versus I n te n s lo n a l  o r i e n t a t i o n  o f  responders ,  In  
r e l a t i o n  t o  the terms " p r o f 1t "  and " c o s t " .
The l o g ic  Invo lved  in t h i s  approach Is o b v io u s ly  p r i m a r i l y  
I n d u c t i v e ,  and perhaps I cou ld  be accused o f  once aga in  f o r c i n g  th e o ry  
In t o  the I n v o lu n t a r y  s e r v i t u d e  o f  p r a c t i c e .  I b e l ie v e  c a p i t a l  asse t  
r e v a lu a t io n  in p r a c t i c e  has been a c t i v e l y  d iscouraged in t h i s  c o u n t r y  
due t o  the  n e g a t iv e  e f f e c t s  o f  " g e n e r a l l y  accepted accoun t ing  
p r i n c i p l e s " ,  the re la te d  requ irement  t h a t  income ta x  d e p r e c ia t i o n  
procedures adhere to  h i s t o r i c a l  c o s t ,  and the c ru sh ing  by the 
S e c u r i t i e s  and Exchange Commission o f  a b o r t i v e  a t tem p ts  a t  asse t  
r e v a lu a t i o n  as i t  d id  in 1947 by r e j e c t i n g  i n i t i a l  s ta tements  o f  
E. I .  dePont de Nemours and Company, and Un i ted  S ta tes  S tee l  Corpora­
t i o n ,  which u t i l i z e d  d e p r e c ia t i o n  d e p a r t in g  from h i s t o r i c a l  cos t  
con ce p ts . ' ^
Much has been w r i t t e n  about v a r io u s  th e o r ie s  o f  asse t  
r e v a lu a t io n  u t i l i z i n g  a d e d u c t iv e  approach, but l i t t l e  o p p o r t u n i t y  
has been a f f o rd e d  f o r  ob se rv ing  these th e o r ie s  In p r a c t i c a l  a p p l i c a ­
t i o n  in t h i s  c o u n t ry .
CONTRIBUTION OF THE STUDY
The assumpt ion th a t  the l a s t  18 to  24 months o f  e s c a la t i n g  
economic I n f l a t i o n  in the Un i ted  S ta tes  has fo rced  a g ra p p l in g  w i th
'^Stephen A. Z e f f ,  "Episodes *i the P rog ress ion  o f  P r i c e -  
Level Accoun t ing  In  the Un i ted  S t a t e s , "  The A cc o u n ta n t 's  Magazine.
V o l .  68 (1964),  p.  289.
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the  prob lem o f  c a p i t a l  asse t  use compensat ion upon American  I n d u s t r y  
Is  Inh e re n t  In  t h i s  s tudy .
Th is  s tudy  is  an a t tem p t  to  c h r o n i c l e  the  re a c t io n s  t o  t h i s  
problem on the p a r t  o f  two groups— one h e a v i l y  o r ie n te d  t o  de fense-  
type  p r o d u c t io n ,  and the o th e r  not  p r i m a r i l y  defense o r ie n t e d .
A re la te d  aspect  i s  h o p e f u l l y  some I n i t i a l  i n s i g h t  i n t o  
communicat ions problems caused by in te n s lo n a l  o r i e n t a t i o n  and "symbol 
w o r s h ip " ,  which co m p l ic a te  e f f o r t s  a t  p r a c t i c a l  s o lu t i o n s  to  problems 
i n v o lv i n g  concepts such as " c o s t "  and " p r o f i t " .
H o p e fu l l y ,  the  s tudy w i l l  a id  In s t i m u l a t i n g  f u r t h e r  research 
In  the area o f  q u a l i t a t i v e l y  e v a lu a t i n g  v a r io u s  procedures employed 
In p r a c t i c e  to  c a l c u la t e  c a p i t a l  asse t  use compensation.
Whi le  the s tudy  is  no t  aimed a t  " g e n e r a l l y  accepted accoun t in g  
p r i n c i p l e s " ,  o r  f i n a n c i a l  r e p o r t i n g  f o r  e x te r n a l  u se rs ,  i t  is  obv ious  
t h a t  t h i s  area w i l l  be under in c re a s in g  p ressu re  to  p ro v ide  f o r  asse t  
r e v a lu a t i o n  In the face o f  r a p i d l y  e s c a la t i n g  i n f l a t i o n .  I n s ig h t  
ga ined In c o n f r o n t i n g  t h i s  problem on a p r a c t i c a l  bas is  v i a  DOD 
c o n t r a c t o r  c a p i t a l  asset  use compensation cou ld  prove va lu a b le  in 
s t i m u la t i n g  research on " g e n e r a l l y  accepted accoun t ing  p r i n c i p l e "  
o r ie n te d  asse t  r e v a lu a t i o n .
SCOPE AND LIMITATIONS OF THE STUDY
The study does not  p u rp o r t  t o  be a q u a n t i t a t i v e  e v a lu a t io n  o f  
e f f i c a c y  o f  v a r io u s  methods o f  c a l c u l a t i n g  c a p i t a l  asse t  use v a l u a t i o n .  
I t  i s  an a t tem pt  to  i n i t i a l l y  assess by magnitude and type the response 
to  economic i n f l a t i o n ' s  e f f e c t  on c a p i t a l  asse t  use v a lu a t i o n  f o r  
purpose o f  i n i t i a l  a n a ly s i s  and p r e s e n ta t io n  o f  t re n d s .  In a d d i t i o n
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the  scope o f  the a n a l y s i s  d e a l i n g  w i t h  the  communications problem o f  
e x te n s lo n a l  versus In te n s lo n a l  o r i e n t a t i o n  is  l im i t e d  t o  a r e l a t i v e l y  
small  p o r t i o n  o f  the s tudy  d e a l in g  p r i m a r i l y  w i t h  w i l l i n g n e s s  to  
depar t  from In te n s lo n a l  concepts o f  " c o s t 4* and “ p r o f i t " .
The I I m i t a t l o n  o f  the two groups t o  those which were inc luded 
In f i r s t ,  the "F o r tu n e  50 0 " ,  and second ly ,  the index o f  100 companies 
which rece ived  la rg e s t  pr ime m i l i t a r y  c o n t r a c t  awards excluded some 
companies which may have developed unique in n o v a t i v e  responses to  the 
problem s tu d ie d ,  I n c lu d in g  some which a re  p r i m a r i l y  defense o r i e n t e d ,  
bu t  whose t o t a l  d o l l a r  volume o f  p ro d u c t io n  does not  q u a l i f y  them f o r  
e i t h e r  group.
Because o f  the l i m i t a t i o n s  imposed by " g e n e r a l l y  accepted 
accoun t ing  p r i n c i p l e s "  on e x te r n a l  r e p o r t i n g ,  the s tudy was p r i m a r i l y  
geared to  assessment o f  i n t e r n a l  procedures f o r  management in fo rm a t io n ,  
bu t  c o n v e rs e ly ,  the freedom from c o n fo rm i t y  t o  " g e n e r a l l y  accepted 
accoun t ing  p r i n c i p l e s "  should have encouraged in n o v a t i v e  a t tempts  
a t  c a p i t a l  asse t  use compensation a n a l y s i s .
CHAPTER I I
THE CONCEPT OF CAPITAL ASSET USE
The concept o f  p e r i o d i c i t y  in Income measurement cou ld  
p robab ly  be labe led  as the " f a t h e r  o f  most acco un t ing  d i f f i ­
c u l t i e s . "  E f f o r t s  o f  the  accoun tan t  to  segment revenues and 
expenses In t o  t ime pe r iod s  have led to  a r e a l i z a t i o n  t h a t  c e r t a i n  
assets  were b a s i c a l l y  s h o r t - l i v e d  c re a tu re s  which were g iven  b i r t h ,  
performed t h e i r  economic f u n c t i o n s ,  and then r a p i d l y  depar ted ,  w h i te  
o th e rs  came i n t o  the e n t i t y  and remained to  per fo rm  t h e i r  economic 
fu n c t io n s  f o r  extended p e r io d s  o f  t im e .  A c q u i s i t i o n  cos ts  o f  the 
l a t t e r  group have been labe led  " c a p i t a l "  e x p e n d i tu re s ,  as opposed t o  
" re v e n u e "  e x p e nd i tu re s  whose economic b e n e f i t s  are g e n e r a l l y  
cons idered  not t o  extend beyond the  c u r r e n t  acco un t in g  p e r io d .
Th is  c h a p te r  examines the h i s t o r i c a l  development o f  the  
concept o f  c a p i t a l  asse ts  and fo rm u la te s  an unde rs tand ing  o f  the 
methods employed t r a d i t i o n a l l y  to  recogn ize c a p i t a l  asse t  use in the 
f i n a n c i a l  s ta tements  o f  bus iness e n t e r p r i s e s .  The re la te d  concept o f  
" c o s t  o f  c a p i t a l "  is  a l s o  examined and compared t o  t r a d i t i o n a l  
methods o f  c a p i t a l  asset  use r e c o g n i t i o n .  F i n a l l y ,  the methodology 
employed by the Department o f  Defense in re co gn iz in g  c a p i t a l  asse t  
use f o r  purposes o f  compensating c o n t r a c t o r s  in  cos t  reimbursement 
type c o n t r a c t s  is  examined w i t h  a co r respond ing  look a t  the recent  




HISTORICAL DEVELOPMENT AND DEFINITION
The r e a l i z a t i o n  t h a t  c e r t a i n  asse ts  were l o n g - l i v e d  and 
performed t h e i r  economic f u n c t i o n s  o v e r  an extended p e r io d  o f  t ime 
a p p a r e n t ly  took  p la ce  c e n t u r i e s  be fo re  r e a l i s t i c  a t tem p ts  were made by 
accoun tan ts  to  recogn ize  a d e c l in e  In the u t i l i t y  o f  these asse ts  in 
f i n a n c i a l  s ta tem en ts .
Peloubet  o u t l i n e s  a p r i n t i n g  company p a r t n e r s h ip  t r i a l  
ba lance dated A p r i l  26, 1565 In which "F ix e d  A sse ts "  c o n s i s t i n g  o f  
p resses ,  t y p e s ,  books and m a n u s c r ip ts ,  f i x t u r e s ,  and found ry  are 
segregated from "T a n g ib le  A ss e ts "  c o n s i s t i n g  o f  raw m a t e r i a l s  (p a p e r ) ,  
books in process o f  p r i n t i n g ,  p r i n t e d  books in s to c k ,  and re c e iv a b le s .^
A ppa ren t ly  the re  was ve ry  l i t t l e  impetus to  c o n s id e r  any 
r e c o g n i t i o n  o f  use o f  these "F ix e d  A s s e ts " ,  o t h e r  than by i n c lu d in g  
them In the l i s t  o f  th in g s  owned by the  business e n t i t y .  The t r i a l  
ba lance was prepared one and o n e - h a i f  years  a f t e r  the  f i r m ' s  fo rm a t io n  
and I t s  baroque da te  g ives mute te s t im on y  to  the absence o f  
p e r i o d i c i t y  as an Im por tan t  concept in  s i x t e e n th  c e n tu ry  f i n a n c i a l  
r e p o r t  ing .
The na ture  o f  business ven tu res  a t  t h a t  t ime d id  not 
g e n e r a l l y  embody an assumption o f  con t inued  l i f e  o r  a requirement t o  
d e l in e a te  between permanent c a p i t a l  and p e r i o d i c  income. The t y p i c a l  
business ven tu re  was organ ized  f o r  a s p e c i f i c  purpose and a l im i t e d  
t im e .  A t  the c o n c lu s io n  o f  the  ven tu re  the proceeds o f  l i q u i d a t i o n
'Maur ice  E. Pe loube t ,  "The H i s t o r i c a l  Development o f  
A c c o u n t in g , "  Modern Accoun t ing  Theory , ed. Morton Backer (Englewood 
C l i f f s ,  New Jersey: P r e n t i c e -H a 11, I n c . ,  1966), p. I I .
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were d i s t r i b u t e d  w i t h o u t  any t h e o r e t i c a l  d i v i s i o n  between c a p i t a l  
and income.
S epa ra t ion  o f  ownersh ip  and management was not  ye t  a genera l  
c o n d i t i o n ,  and t h e o r e t i c a l  problems such as decep t io n  o f  s to c k h o ld e rs  
v ia  c a p i t a l  d i s t r i b u t i o n s  d is g u is e d  as d iv id e n d s  had not begun y e t  to  
plague the  a c c o u n ta n t .  L i t e r a t u r e  in the f i e l d  o f  a ccoun t in g  a t  t h a t  
t ime was p r i m a r i l y  d e s c r i p t i v e  and procedure o r ie n t e d  w i t h  l i t t l e  
c o n s id e r a t io n  o f  t h e o r e t i c a l  concepts .
In 1^9^ Fra Luca P a c io lo ,  o f t e n  labe led  the " F a th e r  o f  
A c c o u n t in g " ,  pu b l is h e d  h i s  Stnma Oe A r l t h m e t l c a ,  Geometr la , P ropor­
t i o n !  Et P rop o r t  Iona 1 1 ta . c o n ta in in g  the c e le b ra te d  t r e a t i s e  on 
bookkeeping, "De Computis e t  S c r i p t u r i s " . ^  Th is  document has been 
g e n e r a l l y  recogn ized as the s i n g le  most I n f l u e n t i a l  p u b l i c a t i o n  In 
a c c o u n t in g 's  e a r l y  development,  and indeed much o f  the o v e r a l l  process 
de sc r ibe d  by P a c io lo  remains v i r t u a l l y  unchanged today .  P a c io lo  o u t ­
l i n e s  d e t a i l e d  i n s t r u c t i o n s  on asset  re c o rd in g  procedures but does not 
ven tu re  i n t o  a d is c u s s io n  o f  the  t h e o r e t i c a l  na tu re  o f  v a r io us  a sse ts .
Accoun t ing  has t r a d i t i o n a l l y  developed in response to  
pe rce ived  needs o f  bus iness and s o c ie t y .  The pe rce ived  needs o f  the 
businessman a t  t h a t  t ime were a p p a r e n t ly  o r ie n te d  toward a system o f  
o r d e r in g  th in g s  owned and th in g s  owed, w i th o u t  any g re a t  compuls ion 
t o  analyze changes in these c a te g o r ie s  and segment t h e i r  e f f e c t s  i n to  
t  ime p e r i o d s .
^R. Gene Brown and Kenneth S. Johnston,  P a c io lo  on 
A c c o u n t in g . (New York: McGraw-Hi l l  Book Company, I n c . ,  1963) ,  
p. 6.
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The d e s c r i p t i v e  and s tew a rdsh ip  aspects  o f  acco un t ing  were 
geared t o  r e c o g n i t i o n  and re c o rd in g  o f  e x te r n a l  t r a n s a c t io n s  v i a  a 
doub le  e n t r y  system. I t  was obv ious  t h a t  w i t h  the passage o f  
s u f f i c i e n t  t ime any asse t  would e i t h e r  lose i t s  u t i l i t y  t o  the 
business e n t i t y  o r  be so ld  o r  t r a d e d ,  but more o f t e n  than n o t ,  long 
l i v e d  asse ts  o u t l a s t e d  the business v e n tu re .
The concept o f  p e r i o d i c  d e te rm in a t io n  o f  net income in an 
ongoing business e n t i t y ,  w i t h  a l l  i t s  in h e re n t  t h e o r e t i c a l  c o n t r o ­
v e rs y ,  d id  not  even c loud the h o r iz o n  o f  accountan ts  in P a c io lo ' s  
t ime .  As P ro fe sso r  L i t t l e t o n  p o in t s  o u t ,  the  d e s i r e  to  de term ine  net 
income c a r e f u l l y  and i t s  r e la te d  n e c e s s i t y  t o  d i s t i n g u i s h  between 
c a p i t a l  and revenue exp e n d i tu re s  d id  not  t r o u b le  P a c io lo  and h i s  
con temporar ies  a t  a i l — nor should they  h a v e .3
L i t t l e  in the way o f  o r i g i n a l  thought  about the t h e o r e t i c a l  
n a tu re  o f  asse ts  was generated In the p e r io d  from the p u b l i c a t i o n  o f  
P a c lo l o ' s  t r e a t i s e  u n t i l  the 1830 's .  As J.:mes Winjun p o in t s  out  in h i s  
a r t i c l e  "A ccou n t ing  in i t s  Age o f  S ta g n a t io n " ,  the pr ime f u n c t i o n  o f  
any acco un t in g  system was no t  to  p ro v id e  in fo r m a t io n ,  but r a th e r  to  
p ro v id e  o r d e r . ** The i n d u s t r i a l  r e v o lu t i o n  and development o f  the 
g rea t  t r a d in g  companies ' - v e n tu a l l y  gave r i s e  to  the n e c e s s i t y  f o r  
making a d i s t i n c t i o n  between c a p i t a l  and revenue e x p e n d i tu re s .
In the 17th cen tu ry  the g re a t  t r a d in g  companies began a 
gradual  t r a n s i t i o n  from j o i n t  ven tu re  o p e ra t io n s ,  te rm inab le  a f t e r
3a . C. L i t t l e t o n ,  "A n c ie n t  and Modern Bookkeeping Compared," 
Contemporary S tud ies  in the E v o lu t io n  o f  Accoun t ing  Though t , ed.
Michael  Chat f ' ie  Id (Belmont,  C a l i f o r n i a :  Dickensen Publ i sh Ing
Company, I n c . ,  1968), p. 55.
antes W in jun ,  "A ccou n t ing  in  i t s  Age o f  S ta g n a t io n , "  The 
Account ing  Review, XLV, No. *+ (October,  1970), p. 7 w .
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each voyage, t o  more permanent o r g a n i z a t i o n s  which c a r r i e d  ove r  
u n l i q u i d a t e d  ba lances to  subsequent voyages.  East In d ia  Company began 
s u b s c r i b in g  c a p i t a l  f o r  f o u r - y e a r  p e r io d s  In  1613, and In 1657 was 
g ran ted  a c h a r t e r  which p rov ided  f o r  permanen t ly  inves ted  c a p i t a l . ^  
There began t o  occu r  a compar ison o f  changes in balances t o  de term ine 
p r o f i t s ,  and a long w i t h  t h i s  dawned the d i f f i c u l t y  o f  d i s c e r n in g  
" t r u e 11 p r o f i t  s e p a r a te l y  from permanent c a p i t a l .
In e a r l i e r  t imes a l l  asse ts  were so ld  a t  the end o f  a t r a d i n g  
ve n tu re  i n c lu d in g  those which m igh t  have been c a te g o r iz e d  as " f i x e d " .  
The c r e a t i o n  o f  permanen t ly  Inves ted  c a p i t a l  s im u l ta n e o u s ly  c rea ted  
the problem o f  d e a l in g  w i t h  v a l u a t i o n  o f  those asse ts  which remained 
u n l i q u i d a t e d  a t  the  end o f  each v e n tu re ,  s ince  they  were no longer  
t o  be o b j e c t i v e l y  conver ted  i n t o  cash. The problem was reso lved  
a p p a r e n t l y ,  a t  l e a s t  In the case o f  the t r a d in g  companies, by 
e s t im a t i n g  the amounts the u n l i q u i d a t e d  asse ts  m igh t  have r e a l i z e d ,  
had they  been s o ld . ^
A p p a re n t ly  the c r e a t i o n  o f  permanen t ly  inves ted  c a p i t a l  d id  
no t  e l i m i n a t e  s u b s t a n t i a l  changes in the c om pos i t io n  o f  p r o p r i e t o r s h i p  
i n t e r e s t s  w i t h  the com p le t ion  o f  each success ive  v e n tu re .  The 
r e a l i z a b l e  va lue  o f  c a p i t a l  asse ts  thus p ro ba b ly  had a s t ro n g  in f lu e n c e  
on s to c k  p r i c e s  a t  com p le t io n  t im e  o f  each success ive  v e n tu re .
5r . A. I r  i s h ,  "The E v o lu t io n  o f  Corpora te  A c c o u n t in g , "  
Contemporary S tud ies  in the E v o lu t io n  o f  Accoun t ing  Though t , e d .
Michael C h a t f i e l d  (Belmont,  C a l I f o r n i a :  DIckensen Pub 11shIng 
Company, I n c . ,  1968), p. 61.
^Stephen Gilman, Accoun t ing  Concepts o f  P r o f i t . (New York:
The Ronald Press Company, 1939)» p* BU.
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The Inve rse  o f  t h i s  r e l a t i o n s h i p  ( I . e . ,  the  concept t h a t  
r i s i n g  s to c k  p r i c e s  shou ld  be t r a n s l a t e d  i n t o  j u s t i f i c a t i o n  f o r  
increases In asse t  v a lu e s )  he lped lead t o  d i s a s t r o u s  asse t  o v e r ­
v a lu a t i o n s  tn the  U n i ted  S ta te s  In the  1920's.
Whi le  t h i s  approach o f  p e r i o d i c  c a p i t a l  asse t  r e v a lu a t i o n  
based on es t im a ted  ne t  r e a l i z a b l e  va lue  may have served as an i n te r im  
s o l u t i o n  f o r  t ra d e  o r ie n t e d  companies o f  t h a t  e r a ,  i t  was no t  a v i a b le  
a l t e r n a t i v e  t o  the deve lop ing  m a nu fac tu re rs  and merchants who d id  not 
measure e n t i t y  a c t i v i t y  p r i m a r i l y  In terms o f  completed ven tu res  o r  
voyages.
T h e i r  concern was w i t h  the problem o f  re c o g n iz in g  the use o f
c a p i t a l  asse ts  on a c o n t in u a l  bas is  and a s s ig n in g  a va lu e  t o  the use
o f  these asse ts  f o r  the purpose o f  assess ing  c o s ts  o f  p roduc ts  so ld  
o r  s e rv ic e s  rendered. As e a r l y  as 1832 Char les  Babbage advocated the 
c a l c u l a t i n g  and r e p o r t i n g  o f  d e p r e c ia t i o n  on c a p i t a l  asse ts  as a 
c r i t i c a l  p rocedure in  acco un t ing  f o r  m a n u fa c tu r e r s J
I t  became apparent  t h a t  i n d u s t r i a l  p r o d u c t io n  and i t s
a n c l l l l a r y  a c t i v i t i e s  in the areas o f  f i n a n c e ,  Insurance,  s a le s ,
e t c .  were go ing t o  r e q u i re  the  s u b s c r i p t i o n  o f  la rge  amounts o f  
c a p i t a l  ass igned to  a form o f  bus iness e n t i t y  no t  s u b je c t  to  the 
vagar ies  a f f e c t i n g  s i n g le  v en tu re  e n t i t l e s .  Thus the c o rp o ra te  form 
w i t h  i t s  a t t r i b u t e s  o f  l i m i t e d  l i a b i l i t y ,  ease o f  ownersh ip  
t r a n s fe re n c e ,  and c o n t i n u i t y  o f  e x is te n c e  gave b i r t h  to  the  accoun t ing  
concept o f  the "g o in g  c o n c e rn . "
7P e loube t ,  op. c l t . ,  p. 12.
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The concept  assumes t h a t ,  In the absence o f  ev idence t o  the  
c o n t r a r y ,  the  business w i l l  c o n t in u e  in  e x is te n c e  f o r  a t  l e a s t  the 
fo re se e ab le  f u t u r e .  Consequent ly ,  r e a l i z a b l e  va lue  o f  asse ts  t h a t  are  
t o  be re ta in e d  in the  business e n t i t y  and usee' Is  ove r looked  in  f a v o r  
o f  va lue  e s ta b l i s h e d  by a m o r t i z in g  asse t  a c q u i s i t i o n  cos ts  ove r  t h e i r  
e s t im a ted  u s e fu l  l i v e s  In  some r a t i o n a l  manner.
Once the concept  o f  a d i s t i n c t i o n  between c a p i t a l  asse ts  and 
revenue e x p e n d i tu re s  developed,  i t  ushered in a c o n t i n u in g  t h e o r e t i c a l  
c o n t ro v e rs y  ove r  the dual problem o f  p la c in g  a va lue  on the  c a p i t a l  
asset  I t s e l f  and the methodology o f  a l l o c a t i n g  t h a t  va lu e  to  p e r i o d i c  
income d e te rm in a t io n s .
Both problems w i l l  be examined In d e t a i l  In l a t e r  s e c t io n s  
o f  t h i s  cha p te r  and t h i s  s e c t io n  concludes by o f f e r i n g  i t s  d e f i n i t i o n  
o f  the term " c a p i t a l  a s s e t "  as u t i l i z e d  in the research q u e s t io n n a i r e .  
The d e f i n i t i o n  is  c o n s i s te n t  w i t h  t h a t  o f  a " t a n g i b l e  c a p i t a l  a s s e t "
In s e c t io n  40*+.30(a)  (4) o f  Defense Procurement C i r c u l a r  No. I l l  
dated June 6 , 1973 and Is meant to  in c lu d e  o n ly  t a n g ib l e  asse ts  as 
they  are the area o f  p r im a ry  concern in t h i s  d i s s e r t a t i o n .
A c a p i t a l  asse t  Is de f in e d  as one which has p h y s ic a l  substance,  
more than min imal v a lu e ,  and is  expected to  be he ld  by an e n t e r p r i s e  
f o r  con t inued  use o r  possession beyond the c u r re n t  acco un t ing  p e r io d  
f o r  the s e rv ic e s  i t  y i e l d s .
COST OF CAPITAL AND CAPITAL ASSET COST
The concept o f  co s t  o f  c a p i t a l  is  g e n e r a l l y  cons idered  to  be 
more re la te d  to  economic d e te rm in a t io n s  o f  income as opposed t o  the
nconcept o f  c a p i t a l  asse t  co s t  which Is  u s u a l l y  cons ide red  t o  be 
o r ie n te d  t o  acco un t ing  c o n ven t io n .
The word " c o s t "  Is common t o  both terms and Solomons would 
argue t h a t  th e re  r e a l l y  Is  o n ly  one bona f i d e  s e t  o f  concep ts ,  and
I*1 ■*
t h a t  t h e o r e t i c a l l y  no c o n f l i c t  should e x i s t  between the p recep ts  o f  
economics and a cco un t in g .  He f u r t h e r  specu la tes  th a t  in cases o f  
apparent  c o n f l i c t ,  an exam ina t ion  o f  the suspect accoun t ing  concept 
w i l l  u s u a l l y  revea l  I t  t o  be f lawed.®
White  not n e c e s s a r i l y  ag ree ing  w i t h  Solomons' Idea th a t  in  an 
apparent  In c o n s is te n c y  between economics and a cco u n t in g ,  the 
accoun t ing  p o s i t i o n  w i l l  reveal  d e f i c i e n c i e s  upon exa m ina t ion ,  I t  
i s  w o r th w h i le  t o  c o n s id e r  the I n t e r a c t i o n  o f  the two d i s c i p l i n e s .
Economists are a l lowed the luxu ry  o f  t h e o r e t i c a l  s p e c u la t io n  
w i th o u t  the cons tan t  n e c e s s i t y  t o  demonstrate p ragm at ic  r e s u l t s .  
Accountants  con ve rse ly  must deal  d a i l y  w i t h  the problem o f  t r a n s ­
l a t i n g  both obvious and s u b t le  changes In the business e n t i t y ' s  
a t t r i b u t e s  In t o  an In fo rm a t Iona  I fo rm at .
In o rd e r  to  imbue t h i s  In fo rm a t io n a l  fo rmat w i t h  some 
measure o f  co n s is te n c y  f o r  purposes o f  compar ison, the accountant  
leans o c c a s io n a l l y  in the d i r e c t i o n  o f  the p r a c t i c a l l y  measurable 
a t  the  expense o f  the  t h e o r e t i c a l l y  more d e s i r a b le .
A d d i t i o n a l  c o n s id e r a t io n  should a l s o  be given t o  the  d iv e rs e  
ro le s  an accountant  is  c a l l e d  upon t o  p la y .  In h i s  r o le  as a d v is o r  
t o  management on c a p i t a )  and investment d e c i s io n s ,  he s l i p s
D
°Davtd  Solomons, "Economic and Account ing Concepts o f  Cost and 
V a lu e , "  Modern Accoun t ing  Theory , ed. Morton Backer (Englewood C l i f f s ,  
New Jersey:  P re n t ic e -H a 1 1, I n c . ,  1966), p. 117-
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c o m fo r ta b ly  I n t o  the  use o f  concepts such as o p p o r t u n i t y  c o s t ,  sunk 
c o s t ,  Incrementa l  c o s t ,  avo id a b le  c o s t ,  c o n t r o l l a b l e  c o s t ,  marg ina l  
c o s t ,  e t c .  At the  same t im e  he r e a l i z e s  t h a t  these concepts o f t e n  
r e q u i re  him to  ven tu re  beyond the l a t i t u d e s  a l low ed  him under 
" g e n e r a l l y  accepted accoun t ing  p r i n c i p l e s . "
Here the u l t im a t e  c r i t e r i o n  is  u t i l i t y  and prec iseness  o f  
mechanical  measurement techn ique is  not regarded as the c a r d in a l  
v i r t u e ,  I f  i t  is  achieved a t  the expense o f  i n fo rm a t io n a I  c o n te n t .
His r o le  as r e p o r t e r  o f  e n t i t y  a c t i v i t y  t o  o u ts id e  in t e r e s t s  
re qu i res  more f o r m a l i t y  and adherence to  r e p o r t i n g  co n ve n t io n ,  in 
o rde r  t o  avo id  anarchy in r e p o r t i n g  tech n iqu es .  In t h i s  r o le  the 
dual c r i t e r i a  o f  " o b j e c t i v i t y "  and " v e r i f i a b i l i t y 11 govern h is  
approach, g i v i n g  r i s e  to  the accusa t ion  th a t  he sometimes chooses to  
be " p r e c i s e l y  wrong" ra th e r  than "a p p ro x im a te ly  r i g h t . "
Another a ccusa t ion  sometimes j u s t l y  leve led  a t  the accountant 
is  th a t  the apparent  c r ispn e ss  o f  h i s  com puta t iona l  and re p o r t i n g  
techniques o f t e n  lend an a i r  o f  prec iseness  to  h i s  work th a t  is not 
a t  a l l  warranted in view o f  the assumptions cnd e s t im a t io n s  u n d e r ly in g  
h i s  work.
No d i s c i p l i n e  exacts  p e r f e c t i o n  o f  iLs adherents and 
account ing  is no exce p t io n  to  t h i s  r u le .  The uccountant appears to  
be as ab le  as the economist in u t i l i z i n g  econ<jr, i s  f la vo red  
manageria l a n a ly s is  techniques f o r  d e c is io n  making purposes, but in 
e x e r c i s in g  h is  r e p o r t i n g  fu n c t io n s  he recognizes the danger to  
con s is te n cy  and c o m p a r a b i l i t y  in embracing s u b je .L iv e  l i ic. i iuremenIs not 
geared to  f a i r l y  u n iv e rs a l  c r i t e r i a .
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In any r o le  as p ragm at ic  In te rm e d ia ry  between government and 
c o n t r a c t o r  the accoun tan t  w i l l ,  I b e l i e v e ,  be o p e ra t in g  p r i m a r i l y  In 
the env i ronment o f  h i s  r e p o r t l v e  f u n c t i o n .  The pr ime requ irement  o f  
e q u i t a b le  a d m i n i s t r a t i o n  o f  c o n t r a c t o r  c a p i t a l  asse t  compensation w i l l  
s e v e re ly  r e s t r i c t  the a b i l i t y  o f  the accoun tan t  t o  s u b j e c t i v e l y  pursue 
the e t h e r l a l  concept o f  cos t  o f  c a p i t a l .
W i th  the e x c e p t io n  o f  the convnunicatlon problems encountered 
in Defense Procurement C i r c u l a r  No. 107, as d iscussed In Chapter  IV, 
the t h r u s t  o f  t h i s  d i s s e r t a t i o n  w i l l  be toward c o n s id e r in g  the e f f e c t s  
o f  i n f l a t i o n  on c a p i t a l  asse t  cos t  and not  on cos t  o f  c a p i t a l .  How­
e v e r ,  In o rd e r  to  d i s t i n g u i s h  between the two concepts and to  
d e l i n e a t e  the c o n n o ta t io n  g ive n  c a p i t a l  asset  cos t  In t h i s  d i s s e r t a ­
t i o n ,  both to p ic s  are exp lo red  he re .
The economic concept  o f  cos t  o f  c a p i t a l  is  r e la te d  t o  a 
measurement o f  the s a c r i f i c e  necessary to  a c q u i re  investment necessary 
f o r  e n t i t y  o p e ra t io n s .  I t  t i e s  investment a c q u i s i t i o n  to  the v a r io u s  
means o f  fund ing  and speaks not o n ly  t o  a c tu a l  payments f o r  Investment 
a c q u i s i t i o n ,  but a l s o  t o  the  economic concept o f  foregone a l t e r n a t i v e  
o p p o r t u n i t i e s  inhe ren t  in choosing one f i n a n c in g  method ove r  a no the r .
Van Horne p o in t s  ou t  the widespread d i f f e r e n c e s  o f  o p in io n  
as t o  how t h i s  co s t  should be measured and i t  Is  beyond the scope o f  
t h i s  d i s s e r t a t i o n  to  e v a lu a te  p o s s ib le  measurement methods In d e t a i l . ^  
Funding sources are d iv id e d  between debt and e q u i t y ,  and 
cos ts  o f  c a p i t a l  are e x p l i c i t l y  recognized v i a  d iv id e n d  and i n t e r e s t
^James 0. Van Horne, F in a n c ia l  Management and P o l i c y . 
(Englewood C l i f f s ,  N . J . :  P re n t ic e -H a 1 1, I n c . ,  1966), p. 110.
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c a l c u l a t i o n s .  I m p l i c i t  r e c o g n i t i o n  Is g ive n  t o  o p p o r t u n i t y  cos ts  
c re a ted  by choosing one fu n d in g  method o ve r  a n o th e r ,  as in  the 
s i t u a t i o n  where a d e c is io n  t o  r e t a i n  ea rn in gs  f o r  expans ion v ia  
reduced d iv id e n d  payments causes a low e r ing  o f  s to c k  market p r i c e .
Obv ious ly  t h i s  concept Is geared more t o  such d i v e r s e  f a c t o r s  
as r i s k ,  d iv id e n d  p o l i c y ,  and c a p i t a l  s t r u c t u r e  than I t  Is  t o  a c tu a l  
p r i c e  pa id  f o r  un ique asse ts  employed by the bus iness e n t i t y .  I t  
focuses on cos ts  which w i l l  va ry  g r e a t l y  from f i r m  to  f i r m  and 
ve n tu re  t o  v e n tu re .  Thus any a t te m p t  a t  a c h ie v in g  e q u i t a b le  
compensation o f  c o n t r a c t o r s  v i a  use o f  t h i s  approach would be 
e x t rem e ly  d i f f i c u l t  to  a d m in is te r .
The cos t  concept g e n e r a l l y  u t i l i z e d  by accountan ts  e x e r c i s i n g  
the r e p o r t i n g  f u n c t i o n  has been h i s t o r i c a l  cos t  o r  some m o d i f i c a t i o n  
o f  t h a t  concept .
G e n e ra l l y ,  w i t h  the e xc e p t io n  o f  occas iona l  downward r e v is io n s  
in  the name o f  conse rva t ism ,  the i n i t i a l  p r i c e  pa id  to  a c q u i re  an 
asset  has remained I n t a c t  on the records o f  the e n t i t y ,  s u b je c t  o n ly  
t o  a " r a t i o n a l "  a m o r t i z a t i o n  o f  t h a t  cos t  over  the  p e r io d  o f  the 
a s s e t ' s  es t im a ted  u s e fu l  l i f e .
The obv ious problem inhe re n t  in  the use o f  t h i s  concept Is 
the rap id  toss o f  i n fo rm a t io n a l  va lue w i t h  the passage o f  t im e .
Beyond the e x e rc is e  o f  cha rge /d ischa rge  a c c o u n t a b i l i t y  f u n c t i o n ,  the 
r e t e n t i o n  o f  c a p i t a l  asset  h i s t o r i c a l  cos t  i s  o f  l i t t l e  va lu e  f o r  
d e c is io n s  about those asse ts .  Indeed, the accoun tan t  in  e x e r c i s i n g  
h i s  manager ia l  a d v is o ry  f u n c t i o n  regards h i s t o r i c a l  cos t  o f  c a p i t a l  
asse ts  less  re la te d  a m o r t i z a t i o n  as com p le te ly  i r r e l e v a n t  t o  manager ia l  
d e c i s io n s ,  except  as these f i g u r e s  a f f e c t  income a n d /o r  o t h e r  taxes .
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Obv ious ly  then cos t  Is  most mean ing fu l  a t  the t ime o f  asse t  
a c q u i s i t i o n  and d e r iv e s  I t s  importance a t  t h a t  t ime because o f  I t s  
g e n e r a l l y  c lose  correspondence t o  v a lu e .
Solomons makes the p o i n t  t h a t  " a l l  cos ts  a re  v a lu e s ,  bu t  not 
a l l  va lues  are c o s t s , "  Im p ly ing  t h a t  va lue  Is the more pe rv a s iv e  o f  
the two concepts and c e r t a i n l y  the more d e s i r a b le  In terms o f  
in fo rm a t io n  c o n t e n t . ^  To i l l u s t r a t e  t h i s ,  he p o in t s  out t h a t  va lue  
may e x i s t  In the absence o f  cos t  as when a sudden demand change 
c re a te s  s u b s t a n t i a l  worth In a fo r m e r ly  v a lu e le s s  p iece  o f  p r o p e r t y .  
The Department o f  Defense recogn izes t h i s  p r i n c i p l e  In a l l o w in g  
compensation t o  c o n t r a c t o r s  f o r  the use o f  donated assets  based on 
" f a i r  market v a l u e . "  Due to  the  d i f f i c u l t y  o f  measur ing v a lu e ,  the 
accoun tan t  and the Department o f  Defense have f a l l e n  back on the  
s u r ro g a te  o f  h i s t o r i c a l  cos t  in t h e i r  measurement a t te m p ts .  The goal 
o f  e q u i t y  In c o n t r a c t o r  compensation d u r in g  i n f l a t i o n a r y  pe r iods  
can h a r d l y  be served by the use o f  a measurement su r rog a te  which Is 
d isca rded  as I r r e l e v a n t  f o r  most economic d e c is io n s .
i t  appears th a t  c u r re n t  replacement c o s t  would be a much more 
d e s i r a b le  su r rog a te  f o r  va lue he re .  The expe r ience  o f  v a r io u s  
e n t i t l e s  in a t te m p t ing  to  u t i l i z e  t h i s  concept w i l l  be examined In 
Chapter I I I  w i t h  some o b s e rv a t io n s  on the f e a s i b i l i t y  o f  use In the 
Defense c o n t r a c t in g  env i ronment .
The concept o f  c u r r e n t  replacement co s t  is  a complex one, 
i n v o lv i n g  such c o n s id e r a t io n s  as t e c h n o lo g ic a l  obsolescence o f  the
*°Solomons, op. c l t . ,  p. 118.
32
p re s e n t  a s s e ts ,  ava l  l a b i l i t y  o f  I d e n t i c a l  a s s e ts ,  r e l a t i v e  age o f  
the  p resen t  a s s e ts ,  e t c .  The a d d i t i o n a l  c o n s id e r a t i o n  o f  fo reseeab le  
co s ts  I n c id e n t a l  t o  the  replacement process shou ld  p ro ba b ly  a l s o  be 
cons idered  In an a t tem p t  a t  e q u i t a b le  compensation.
Solomons d iscusses  the concept o f  va lu e  o f  an asse t  t o  I t s  
owner and d e f in e s  i t  as “ the adverse va lue  o f  the e n t i r e  lo ss ,  d i r e c t  
and I n d i r e c t ,  t h a t  the owner m igh t  expec t  t o  s u f f e r  I f  he were t o  be 
de pr ived  o f  the a s s e t . ' 1**
F u r th e r ,  he spe cu la te s  t h a t  va lue  is d e f in e d  w i t h i n  a range 
where replacement cos t  se ts  the upper l i m i t  and net r e a l i z a b l e  va lue  
se ts  the lower l i m i t .  I t  would appear t h a t  in Defense c o n t r a c t i n g ,  
the  lower l i m i t  would not  a p p ly ,  as once a d e c is io n  has been made to  
commit an asset  t o  Defense p r o d u c t io n ,  the  a l t e r n a t i v e  o f  s e l l i n g  i t  
Is no longer  v i a b le .
L ik e w is e ,  the concept o f  o p p o r t u n i t y  c o s t ,  w h i le  i t  may be 
ve ry  l e g i t im a t e  f o r  the c o n t r a c t o r  In d e c id in g  whether to  accept a 
p a r t i c u l a r  Defense c o n t r a c t  o r  n o t ,  should not be the t . r i t e r i o n  f o r  
e q u i t a b le  c o n t r a c t o r  compensation, once the  c o n t r a c t o r  makes a 
v o lu n t a r y  d e c is io n  t o  commit a p a r t i c u l a r  asse t  t o  Defense p ro d u c t io n .  
An e q u i t a b le  measure o f  loss caused by asse t  d e p r i v a t i o n  c e r t a i n l y  
should not exceed r e s t o r a t i o n  c o s ts  o f  p u t t i n g  the c o n t r a c t o r  in the 
p o s i t i o n  occupied p r i o r  to  t h a t  d e p r i v a t i o n .
Whi le  accountan ts  have waged t h e o r e t i c a l  wars ove r  the 
d e te rm in a t io n  o f  “ v a lu e "  versus the a l l o c a t i o n  o f  “ c o s t " ,  o th e rs  who 
have been faced w i t h  the demand to  reach pragm at ic  conc lus ions  have
* 1 I b i d . , p.  U 3 .
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produced r e s u l t s  In the areas o f  compensat ion f o r  Insured losses ,  ra te  
making f o r  p u b l i c  u t i l i t i e s ,  e t c .
The accoun tan t  has long argued t h a t  in h i s  < !e as Independent 
a u d i t o r  he Is not c a l l e d  upon t o  per fo rm  as an a p p r a is e r .  In h i s  r o le  
as i n t e r n a l  management a d v i s o r ,  he cannot escape so l i g h t l y  and an 
exam ina t ion  o f  an a p p r a i s e r ' s  concept o f  " rep lacem en t  c o s t "  is  germane 
to  t h i s  I n v e s t i g a t i o n .
Babcock l i m i t s  the term " rep lacem en t  c o s t "  t o  ph ys ica l
p r o p e r t i e s  a l re a d y  In e x is te n c e  and which are re p la c e a b le .  F u r th e r ,
he l i m i t s  the term " rep lacem en t  p r o p e r t y "  t o  one as good as,  but no
1 ?b e t t e r  than ,  the  rep laced p r o p e r t y .  He a l s o  s ta te s  t h a t  a re p la c e ­
ment p r o p e r t y  may be a d u p l i c a t e  o f  the o r i g i n a l ,  o r  an e q u a l l y  good 
s u b s t i t u t e  p r o p e r t y .
His d i s t i n c t i o n  between the replacement o f  a "new" i tem o f  
p r o p e r t y  and a "used"  I tem would not seem t o  be t e r r i b l y  impor tan t  on
i t s  face ,  as i t  would seem th a t  replacement cos t  and h i s t o r i c a l  cos t
are synonomous in a new i tem. However, a c o n s id e r a t io n  o f  the 
concept o f  a "new" i tem as be ing one not  p r e v i o u s ly  used re q u i re s
t h a t  the t rea tm ent  o f  such asse ts  as s tand-by  p ro d u c t io n  f a c i l i t i e s
be examined s e p a ra te ly .
Babcock f i r s t  con s ide rs  the fo u r  p o s s I b i i i t i e s  in replacement 
o f  a new asset  w i t h  another  new a s se t .  Th is  concept would have 
re levance in pe r iods  o f  rap id  i n f l a t i o n  due to  the lag in t ime 
between i n i t i a l  c a p i t a l  asset  a c q u i s i t i o n  and the commencement o f
12He nry  A. Babcock, A p p ra isa l  P r i n c i p l e s  and Procedures , 
(Homewood, I l l i n o i s :  R ichard D. I r w in ,  I n c . ,  1968) ,  pp. P+2-T59.
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p r o d u c t io n  from those a s s e ts ,  and a l s o  In the case o f  s tand -by  
f a c i l i t i e s  mentioned e a r l i e r .
The f o u r  a l t e r n a t i v e s  are  summarised in E x h ib i t  I I - I .  A t 
le a s t  one a l t e r n a t i v e  must be f e a s i b l e  t o  have r e p l a c e a b i 1i t y ,  but 
c o n v e rs e ly  th e re  is  o b v io u s ly  no mandate th a t  a l l  f o u r  a l t e r n a t i v e s  
be a lways f e a s i b l e .
EXHIBIT I I - I  
NEW ASSET REPLACEMENT ALTERNATIVES
■ Replacement o f  a New Asset ! 
w i th  a 
NEW ASSET
by a c q u i s i t i o n  o f  a 
D u p l i c a te  ( i d e n t i c a l )  | 
I NEW ASSET
*~by acqu is i t  ion o f  an 
E q u iv a le n t  ( e q u a l ly  
good s u b s t i t u t e )
NEW ASSET
I b y  PURCHASE o f  a I 
D u p l ic a te  NEW 
| ASSET as a whole 
I u n I t  i
| by REPRODUCTION 
o f  a Dup t i c a te  ! 
NEW ASSET v ia  j 
assembly, manu- i 
f a c t u r e ,  con- i 
s t r u c t  i o n , 
f a b r i c a t i o n  or 
n a tu ra l  growth 
L o f  I i v i ng th  i ngs'
by PURCHASE 
o f  a
subst i t u t e  
NEW ASSET 
as a v/hole 
un i t
GY PRODUCTION
o f  a sub­
s t  i t u t e  NEW 
ASSET v ia  
assembly , 
manufactu r e , 
c o n s t r u c t  ion ,  
f a b r I  cat  Ion 
o f  n a tu ra l  
growth o f  
I j v i n q  th ings
J
Source:
Henry A. Babcock, p. 1^3 (adap ted) .
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Babcock s ta t e s  t h a t  th e re  a re  two p o s s ib le  ways o f  re p la c in g  
used asse ts  w i t h  o t h e r  used asse ts  and summarizes these a l t e r n a t i v e s  
In E x h i b i t  11-2.
EXHIBIT 11-2 
USED ASSET PURCHASE REPLACEMENT ALTERNATIVES
Replacement o f  a Used Asset ; 
wi th  a
USED ASSET
F by PURCHASE o f  a 
DUPLICATE USED ASSET
by PURCHASE o f  
an e q u a l l y  good
( In the  same c o n d i t i o n  SUBSTITUTE USED
j as the  rep laced asse t  j ■ ASSET____________ ;
Source:
Henry A. Babcock, p.  (adapted).
L o g i c a l l y  the c o n s t r u c t i o n  o f  a used asse t  from i t s  i n c e p t io n  
to  com p le t io n  would seem to  be a p r o j e c t  reserved f o r  the e d i t o r s  o f  
the N a t io n a l  Lampoon, o r  t h e i r  e q u iv a le n ts  in the wor ld  o f  t e l e v i s i o n  
o r  movies.
However, the concept o f  rem anu fac tu r ing  used assets  v i a  
replacement o f  worn p a r t s  g ives  r i s e  to  an im po r tan t  segment o f  the 
asset  m arke t .  Babcock does no t  seem t o  p ro v id e  f o r  t h i s  a l t e r n a t i v e  
In E x h i b i t  11-2, t h e r e f o r e ,  E x h ib i t  I I - 2 A  is  o f f e r e d  to  inc lude  these 
p o s s I b l 1I t i e s .
Where th e re  is  a d e a r th  o f  a p p l i c a b le  used asset  sa les  o r  
remanufacture o f  used a sse ts ,  a s u b s t i t u t e  method o f  e s t im a t in g  
replacement c o s t  has been u t i l i z e d  by a p p ra is e rs .  In essence I t  
Invo lves  the concept  o f  r e p la c in g  a used asset  w i t h  an e q u iv a le n t  new
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asse t  and then reach ing  a c u r r e n t  va lu e  by s u b t r a c t i n g  a p p l i c a b le  
d e p r e c ia t i o n  based on some u s u a l l y  a r b i t r a r y  " r a t i o n a l "  method from 
cos t  o f  the new a s s e t .
EXHIBIT I I - 2 A
USED ASSET PURCHASE— REMANUFACTURE REPLACEMENT ALTERNATIVES
r Replacement o f  a USED ASSET 
wl th  a 
USED ASSET
[ by PURCHASE o f j  
a DUPLICATE 
| USED ASSET In 
' the same ;
; c o n d i t i o n  as 
the  rep laced 
asse t__________I
by REMANUFACTURE i f by PURCHASE o f  
o f  a DUPLICATE an e q u a l l y




TURE o f  an i 
i e q u a l l y  good j 
‘ SUBSTITUTE 
USED ASSET
Here the a p p r a is e r  runs headlong i n t o  the  same a l l o c a t i o n  
problems t h a t  p lague the accoun tan t  In a p p ly in g  d e p r e c ia t i o n  to  
h i s t o r i c a l  c o s t .
The a l l o c a t i o n  o r  t im e  segmenta t ion  aspec t  o f  c a p i t a l  asse t  
use Is reserved f o r  exam ina t ion  in the next s e c t io n  o f  Chapter I I .
The concept o f  c u r r e n t  replacement c o s t  is  o b v io u s ly  more 
d i f f i c u l t  t o  ap p ly  than i s  the accum u la t ion  o f  h i s t o r i c a l  c o s t .  The 
d i f f i c u l t y  o f  a p p l i c a t i o n  remains r e l a t i v e l y  con s tan t  w i t h  increased 
economic p r i c e  l e v e l s ,  bu t  the r e l a t i v e  use fu lne ss  o f  c u r r e n t  
replacement c o s t  as a s u r ro g a te  f o r  va lue  v a r i e s  in  d i r e c t  p r o p o r t i o n  
t o  the  leve l  o f  p r i c e  inc reases .
The c u r r e n t  s t a t e  o f  r a p i d l y  a c c e le r a t i n g  i n f l a t i o n  In the 
U n i ted  S ta tes  a lmost  demands t h a t  we e x p lo re  the a t tem p ts  o f  o th e rs
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t o  employ t h i s  concept  and reach some c o n c lu s io n s  as t o  I t s  adap t­
a b i l i t y  In Defense C o n t r a c to r  c a p i t a l  asse t  compensation.
Summarizing, we have exp lo red  the  economics o r ie n t e d  concept 
o f  cos t  o f  c a p i t a l  In o r d e r  to  d e l i n e a te  I t  from c a p i t a l  asse t  c o s t  
and have p laced a d e t a i l e d  d is c u s s io n  o f  I t s  measurement beyond the 
bounds o f  t h i s  d i s s e r t a t i o n .
The concept o f  c a p i t a l  asset  h i s t o r i c a l  cos t  was e x p lo re d ,  
and I t s  inadequacy as a s u r ro g a te  f o r  va lue  in  I n f l a t i o n a r y  pe r io d s  
was po in ted  o u t .
F i n a l l y ,  the  idea o f  replacement c o s t  was d iscussed and I t s  
advantage ove r  h i s t o r i c a l  c o s t  as a va lue  s u r ro g a te  was ment ioned.  
A long w i t h  t h i s ,  a t t e n t i o n  was devoted t o  the a p p r a i s e r ' s  approach 
to  replacement c o s t  v a l u a t i o n  as an I n t r o d u c t i o n  to  pragm at ic  
a t tem p ts  t o  u t i l i z e  the  concept .
DEPRECI AT I ON--ALLOCATION VERSUS VALUATION
The q u e s t io n  o f  whether d e p r e c ia t i o n  should rep resen t  an 
a t tem p t  to  r e f l e c t  changes In asse t  va lues  o r  m ere ly  a " r a t i o n a l "  
process which Ignores c u r r e n t  asset  va lues in f a v o r  o f  a l l o c a t i n g  
h i s t o r i c a l  cos t  Is an i n t e r e s t i n g  one.
The go ing  concern concept d iscussed e a r l i e r  In t h i s  cha p te r  Is 
a l ig n e d  w i t h  the match ing p r i n c i p l e  which s ta te s  th a t  "Income Is 
measured in a p a r t i c u l a r  p e r io d  by o f f s e t t i n g  revenues earned d u r in g  
t h a t  pe r io d  a g a in s t  cos ts  e x p i r e d . "  Together  they  tend much suppor t  
t o  the  use o f  h i s t o r i c a l  co s t  and I t s  r e la te d  a l l o c a t i o n  to  success ive  
t ime p e r io d s  v i a  d e p r e c ia t i o n .
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However, f o r  f i n a n c i a l  acco un t ing  purposes,  th e  concept  o f  
a t t a c h in g  a va lu e  t o  the  use o f  c a p i t a l  asse ts  In a p a r t i c u l a r  p e r io d  
has been I n e x t r i c a b l y  bound up w i t h  the concept  o f  income r e a l i z a t i o n .
As P a t t M I o  observes:
In s p i t e  o f  the apparent  r e l a t i o n  o f  the go ing  concern and 
matching p r i n c i p l e s  t o  the c o s t  p r i n c i p l e ,  the a c tu a l  bas is  
f o r  the a lmost  e x c lu s i v e  use o f  h i s t o r i c a l  c o s ts  In the accounts 
Is  the  income r e a l i z a t i o n  p r i n c i p l e .
He f u r t h e r  p o in t s  o u t  t h a t  s ince  n o n - r e a l i z e d  a p p r e c ia t i o n  In va lu e
Is  no t  recogn ized ,  h i s t o r i c a l  c o s t  serves as the bas is  f o r  income
c a l c u l a t i o n .
Concern ing i n v e n t o r i e s ,  he notes t h a t  th e y  are no t  g e n e r a l l y  
cons idered  t o  be the  s u b je c t  o f  the go ing concern concep t ,  ye t  are 
c a r r i e d  fo rward  as h i s t o r i c a l  c o s t  i tems hav ing  no r e l a t i o n  t o  c u r r e n t  
c o s ts  u n t i l  a l l o c a t e d  t o  p e r iod s  b e n e f i t e d . ^
Desp i te  the f a c t  t h a t  the go ing concern concept does not 
app ly  t o  I n v e n t o r i e s ,  and t h a t  the  c u r r e n t  c o s t i n g  o f  i n v e n to r ie s  
so ld  o r  consumed would be a r e l a t i v e l y  easy and o b j e c t i v e  process 
compared to  a t t a c h in g  a c u r r e n t  va lue  t o  the  use o f  c a p i t a l  a s s e ts ,  
the r e a l i z a t i o n  and conserva t ism  p r i n c i p l e s  have c o n s i s t e n t l y  annu l le d  
any a t tem pts  a t  a happy m arr iage  between v a lu a t i o n  and a l l o c a t i o n  in 
in v e n to r y  c o s t i n g .
The "back  d o o r "  techn ique  o f  i i f o ,  which d e r i v e s  i t s  q u a s i ­
le g i t im a c y  from tax r e l i e f  urgency in i n f l a t i o n a r y  p e r io d s ,  succeeds 
o n ly  in " r o b b in g  P e te r  to  p a r t i a l l y  pay P a u l , "  le a v in g  lu d ic ro u s  
balance sheet in v e n to ry  f i g u r e s  in  i t s  wake.
'^Jam es w .  P a t t i  I l o ,  The Foundat ion o f  F in a n c ia l  A c c o u n t in g . 
(Baton Rouge: Lou is iana  S ta te  U n i v e r s i t y  P ress ,  1965)* pp. 120-121.
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Th is  h i s t o r i c a l  p r e ju d ic e  a g a in s t  the  " v a l u a t i o n "  o f  Inven­
t o r i e s  cou ld  be summarized by the  c u r t  s ta tement  o f  Paton and 
L i t t l e t o n  t h a t  " I n v e n t o r i e s  and p l a n t  are no t  ' v a l u e s 1, but cos t  
accum u la t ions  in  suspense, as i t  were, a w a i t i n g  t h e i r  d e s t i n y . "
O b v io us ly ,  we have come t o  v iew  the "expense"  o f  asse t  use as 
something a lmost  c o m p le te ly  c o n t in g e n t  on the revenue re c o g n i t i o n  
p rocess .
S torey  e la b o ra te s  on t h i s  thus :
Expenses r e s u l t  from changes In the f i g u r e s  a t  which asse t  
va lues  are c a r r i e d .  I f  the r e a l i z a t i o n  r u le  p reven ts  r e c o g n i t i o n  
o f  such changes, excep t  as asse ts  a re  so ld  o r  imputed to  be 
consumed in s a le s ,  then revenue r e c o g n i t i o n  must be the 
c o n t r o l l i n g  f a c t o r  in  the t im in g  o f  expense r e c o g n i t i o n .  Instead 
o f  expenses be ing determined Ind ependen t ly ,  cos ts  must somehow 
be matched o r  a l l o c a t e d  to  revenues In d e te rm in in g  income.15
Thomas p o in t s  o u t  t h a t  t h e o r e t i c a l l y  c o s ts  and revenues cou ld  
be a r r i v e d  a t  independen t ly ,  but  t h a t  accoun t ing  conven t ion  has made 
expense r e c o g n i t i o n  dependent upon revenue r e c o g n i t i o n . ^
Since d e p r e c ia t i o n  as a " v a l u a t i o n "  concept  has been re je c te d  
as s p u r io u s ,  accoun tan ts  have been l e f t  o n ly  the a l l o c a t i o n  process 
on which to  focus t h e i r  c o l l e c t i v e  i n t e l l i g e n c e  and perhaps f r u s t r a -  
t i o n .
Var ious e la b o r a te  methods o f  " c a l c u l a t i n g "  d e p r e c ia t i o n  have 
been developed,  a l l  c la im in g  a t t r a c t i v e  and l o g i c a l  a t t r i b u t e s ,  and
I'M  I l l i a m  A. Paton and A. C. L i t t l e t o n ,  An I n t r o d u c t i o n  to  
Corpora te  Account ing  S tandards . (Columbus, Ohio: American Accoun t ing
Assoc l a t  ion ,  19*+0), p .  PT
*5fteed K. S to re y ,  "Cash Movements and P e r io d i c  Income 
D e te rm in a t io n , "  Accoun t ing  Review. XXXV ( J u ly ,  I9 6 0 ) ,  p. 1*53.
^ A r t h u r  L. Thomas, Revenue Recoqn 11 i o n . (Ann Arbor :  The
U n i v e r s i t y  o f  M ich igan ,  1966), p.  I**.
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the  accountant  Is  now c a l l e d  upon not o n ly  t o  choose a p a r t i c u l a r  
method but t o  be w e l l  prepared t o  defend h i s  cho ice  o f  method.
An even more demanding ta s k  Is  t h a t  o f  de fen d ing  a change t o  
an a l t e r n a t i v e  method o f  d e p r e c ia t i o n .  O bv io us ly ,  no honorab le  
gentleman and s c h o la r  would admit  to  a cho ice  d i c t a t e d  by such mundane 
c o n s id e ra t io n s  as ta x  advantage o r  b r ig h t e n in g  an adverse income 
f  i gure.
APB Opin ion No. 20 p laces much o f  the burden f o r  the j u s t i ­
f i c a t i o n  o f  change requ irement on the d e s i r a b i l i t y  o f  c o n s is te n c y  In 
f i n a n c i a l  s ta tem en ts .  Thus paragraph 16 s t a t e s :
The presumpt ion th a t  an e n t i t y  should not change an accoun t ing  
p r i n c i p l e  may be overcome o n ly  I f  the  e n t e r p r i s e  j u s t i f i e s  the 
use o f  an a l t e r n a t i v e  accep tab le  accoun t ing  p r i n c i p l e  on the 
bas is  t h a t  i t  is  p r e f e r a b l e . *7
In d is c u s s in g  a change in  a m o r t i s a t io n  ( d e p r e c ia t i o n )  method 
and re la te d  d i s c lo s u r e  In paragraphs 23 and Z1*, the o p in io n  h i g h l i g h t s  
the  requirements f o r  a sys tem at ic  p a t t e r n  o f  cha rg in g  cos ts  to  expense.
I t  a l s o  admits  t h a t  v a r io u s  p a t t e r n s  o f  cha rg ing  cos ts  to  
expense are a c c e p ta b le ,  and a l lo w s  t h a t  v a r io u s  f a c t o r s  are cons idered  
in s e l e c t i n g  an a m o r t i z a t i o n  method f o r  I d e n t i f i a b l e  a sse ts .  F u r th e r ,  
i t  s ta te s  t h a t  those f a c t o r s  may change, even f o r  s i m i l a r  asse ts .*®
Mr. George C. Watt ,  In d i s s e n t i n g  from Opin ion No. 20, po in ted  
ou t  t h a t  a l though  d e p r e c ia t i o n  method changes are c o n c e p tu a l l y  
accoun t ing  changes, they  are " i n e x t r i c a b l y  t i e d  to  s u b je c t i v e  judgment
' 7 Qpln Ions o f  the Account ing P r i n c i p l e s  Board. No. 20.
Account ing  Changes, (New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
Accoun tan ts ,  197 lT* p.  391.
l 8 l b t d . , pp. 39^-395.
o f  the  p e r io d s  o f  e x h a u s t io n  o f  the u s e fu l  l i v e s  o f  asse ts  and t h e r e ­
f o r e  the  s e l e c t i o n  o f  a method Is  u s u a l l y  the r e s u l t  o f  a composi te 
d e c is io n  I n v o l v in g  bo th  methods and e s t im a ted  u s e fu l  l f v e s . , , *9
Both the o p in io n  and the d i s s e n t  then admit the s u b je c t i v e  
n a tu re  o f  choosing any a l l o c a t i o n  p rocess ,  and the o p in io n  o f f e r s  
l i t t l e  guidance as to  what c o n s t i t u t e s  " j u s t i f i c a t i o n "  f o r  a change 
o f  method, beyond the o b s e rv a t io n  t h a t  issuance o f  an APB o p in io n  
c r e a t i n g  a new accoun t ing  p r i n c i p l e ,  e x p re ss in g  p re fe re n c e  f o r  an 
a ccoun t in g  p r i n c i p l e ,  o r  r e j e c t i n g  a s p e c i f i c  accoun t ing  p r i n c i p l e  
w i l l  c o n s t i t u t e  adequate j u s t i f i c a t i o n .
I t  appears t h a t  where a l t e r n a t i v e  accoun t ing  procedures are 
a v a i l a b l e  the cho ice  w i l l  o f t e n  be made w i t h  an eye open to  two 
f a c t o r s  p r i m a r i l y ,  ta x  advantage and adverse o r  b e n e f i c i a l  e f f e c t  on 
repo r ted  income. A comparison o f  the r e l a t i v e  percentages o f  adop t ion  
o f  I I f o  and a c c e le ra te d  d e p r e c ia t i o n  f o r  tax  purposes by e l i g i b l e  
bus iness e n t i t i e s  would tend credence to  t h i s  o b s e rv a t io n .
Sidney Davidson goes so f a r  as to  say t h a t  "any management 
t h a t  f a l l s  to  take d e p r e c ia t i o n  as r a p i d l y  as l e g a l l y  p e rm is s ib le  t o
m in im ize  the p resen t  va lue  o f  tax  payments is  remiss in i t s  respo n s i -
20b i l i t y  t o  s t o c k h o ld e r s . "  He does a l l o w  th a t  some e x c e p t io n a l  
c i rcum stances would a l t e r  th a t  course ,  but co n f in e s  these to  r e l a t i v e l y  
ra re  cases.
1 9 l b l d . ,  p.  *+02.
^ S i d n e y  Davidson, "The Meaning o f  D e p r e c ia t i o n , "  The 
Accoun t ing  Sampler, eds. Thomas Burns and Harvey Hendrickson (New 
York: McGraw-Hi l l  Book Company, 1972), p. 176.
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There is  no I n t e r n a l  Revenue Code requ irement  t h a t  d e p re c ia ­
t i o n  methods be i d e n t i c a l  f o r  tax  and f i n a n c i a l  r e p o r t i n g  anu most 
e n t i t i e s  choose s t r a i g h t  t i n e  d e p r e c ia t i o n  f o r  f i n a n c i a l  r e p o r t i n g  
and d e c l i n i n g  balance o r  sum o f  the y e a rs 1 d i g i t s  f o r  tax  purposes, 
the reby  r e p o r t i n g  income less c o n s e r v a t i v e l y  f o r  f i n a n c i a l  purposes 
than f o r  tax  purposes.
In c o n t r a s t ,  the ad op t ion  o f  I i f o  f o r  income tax  purposes 
mandates a s i m i l a r  ad op t io n  f o r  f i n a n c i a l  r e p o r t i n g .  La rge ly  because 
o f  t h i s ,  l i f o  has not been w id e ly  adopted, A 1963 government re p o r t
in d ic a te d  t h a t  a f t e r  decades o f  a v a i l a b i l i t y ,  l i f o  had been adopted
9 1by o n ly  6% o r  less oT c o r p o r a t io n s  f i l i n g  r e t u r n s ,  1
As A lexander Grant and Company p o in t s  ou t  in  i t s  monograph 
" L i f o "  d i r e c te d  t o  c l i e n t s  c o n s id e r in g  ad op t ion  o f  l i f o  under the 
heading o f  "D isadvan tages" :
Many c o rp o ra te  managers b e l ie v e  the need to  take s p e c ia l  
care  in e x p la in in g  lower p r o f i t s  is  a d isadvan tage o f  LIFO,
They would r a t h e r  t ra d e  the h ig h e r  taxes o f  FIFO f o r  whatever 
b e n e f i t  the h i g h e r  repor ted  p r o f i t  l e v e ls  may have ( f o r  
example, on the p r i c e  o f  a company's s t o c k ) . *2
W ithou t  im p ly in g  an academ ic ian 's  c r i t i c i s m  o f  what Is 
in tended t o  be a p r a c t i c a l  document o r ie n te d  p r i m a r i l y  to  the layman, 
the above sta tement s u c c i n c t l y  p laces  the a l t e r n a t i v e s  in pe rspec­
t i v e :  a tax  advantage coupled w i t h  a r e p o r t i n g  d isadvantage versus
a tax  d isadvantage coupled w i t h  a r e p o r t i n g  advantage.
^ 'Rona ld  M. Copeland, Joseph F. Wujdak, and John K. Shank,
"Use L i f o  to  O f fs e t  i n f l a t i o n , "  Harvard Business Review. May-June,
1971, P. 97.
^ A le x a n d e r  Grant & Company, C e r t i f i e d  P u b l i c  Accoun tan ts ,
L i f o , (Chicago, I l l i n o i s :  A lexander Grant & Company, 197*0, pp. 9_ 10.
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In defense o f  the document, i t  does a l s o  p o in t  ou t  in an o the r  
s e c t i o n  t h a t  l i f o  p rov id e s  a " b e t t e r  m atch ing  o f  c u r r e n t  cos ts  w i th  
c u r r e n t  re venues . "
Not o n ly  do p robab le  b e n e f i c i a l  o r  adverse e f f e c t s  on 
repo r ted  f i n a n c i a l  ne t  income o f t e n  d i c t a t e  cho ice  o f  a l t e r n a t i v e  
accoun t ing  methods, but In some cases they  a l s o  go so f a r  as to  
d i c t a t e  the avoidance o r  c o n c lu s io n  o f  the a c tu a l  t r a n s a c t io n  i t s e l f .
Sedgwick Head, In a rgu in g  f o r  a n a ly s i s  o f  p r o f i t a b i l i t y  based
on funds f l o w ,  po in te d  out t h a t  in a c l a s s i c  case o f  the " t a l l  wagging
the d o g , "  most ma jor  c o r p o r a t io n s  shy away from p o t e n t i a l l y  l u c r a t i v e
investments  in rea l  e s ta te  because s to c k h o ld e rs  e va lu a te  management
performance v i a  re po r te d  e a rn in g s ,  not cash f l o w ,  increase in market
23v a lu e s ,  and ta x  s h e l t e r  c o n t r i b u t i o n s .
R e la t in g  a l l  t h i s  back t o  a c o n s id e r a t i o n  o f  cho ice  between 
a l t e r n a t i v e  methods o f  a l l o c a t i n g  d e p r e c ia t i o n ,  i t  appears f a i r l y  
obv ious t h a t  d e s p i te  the d e s i r a b i l i t y  o f  choosing an a l t e r n a t i v e  
method which most a c c u r a te l y  r e f l e c t s  r e l a t i v e  d e c l in e  In u t i l i t y ,  i t  
i s  d o u b t f u l  t h a t  t h i s  c r i t e r i o n  c o n s i s t e n t l y  d i c t a t e s  the ch o ice .
Even where the method chosen is  t h e o r e t i c a l l y  o b j e c t i v e ,  such as the  
u n i t  o f  p ro d u c t io n  method, p h ys ica l  d e t e r i o r a t i o n  may be made 
i r r e l e v a n t  by te c h n o lo g ic a l  obsolescence.
The cho ice  between methods which produce in c re a s in g ,  
d ec reas ing ,  con s tan t  o r  f l u c t u a t i n g  " c o s t s "  o f  us ing  asse ts  each year
z^Sedgwick Head, J r . ,  "(X^nership o f  Real Es ta te  as a Corpora te  
In v e s tm e n t , "  Journa l  o f  Accountancy, 137, No. 1 (January, 197*+), 
pp. 1+2-5*+.
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should be geared to  " a n t i c i p a t e d  f l o w  o f  b e n e f i t s  from the a s s e t .
As P a t t i  H o  observes ,  even vrfiere t h i s  is  a t te m p te d ,  i t  does not 
remove the  ba s ic  " u n f a i r n e s s "  o f  us ing  h i s t o r i c a l  c o s t  under c o n d i t i o n s  
o f  s p e c i f i c  o r  genera l  p r i c e  changes , ^
No amount o r  v a r i a t i o n  o f  e la b o r a te  r i t u a l  in  escouncing the 
corpse o f  h i s t o r i c a l  c o s t  can remove the  r e a l i t y  t h a t  i t  no longe r  is 
a v i a b le  fo r c e  in d a i l y  bus iness d e c is io n s .
I f  the re  e x i s te d  a c l e a r l y  d e f in e d  i n d i c a t o r  o f  d e c l in e  in 
asset  u t i l i t y  g i v i n g  adequate c o n s id e r a t i o n  t o  u s e fu l  l i f e  and sa lvage 
v a lu e ,  th e re  would be l i t t l e  problem In " j u s t i f y i n g "  a change in 
accoun t ing  " p r i n c i p l e "  v ia  d e p r e c ia t i o n  method change. In f a c t  
defense o f  a d e c is io n  not to  change methods would be the more d i f f i ­
c u l t  p rob Iem.
In a s tudy  by Barry  Cushing o f  the  e f f e c t s  o f  APB Opin ion 
No. 20 on volume and types o f  accoun t in g  changes, a sharp d e c l in e  was 
noted in d e p r e c ia t i o n  method changes in years subsequent t o  issuance 
o f  the o p in io n .
In the random sample drawn from 100 o f  Fortune 500 f i r m s ,  
d e p r e c ia t i o n  changes went from the most p r e v a le n t  type (5 out o f  18)
In I 969- 7O to  one change ou t  o f  l*t in  1970-71, t o  zero  ou t  o f  2b and 
13 changes r e s p e c t i v e l y  in 1971-72 and 1972-73.^  T h is  would seem
^ R o b e r t  T. Sprouse and Maurice M o on l tz ,  "A T e n ta t i v e  Set o f  
Broad Accoun t ing  P r i n c i p l e s  f o r  Business E n t e r p r i s e s , "  Accoun t inq  
Research Study No. 3 , (New York: American I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A ccoun tan ts ,  1962), p.  3*+.
25pa t t i 1 l o ,  op. c l t . ,  p.  13*+.
26 Ba r r y  E. Cushing, "A ccoun t ing  Changes: The Impact o f  APB
Optnl on No. 2 0 , "  Journa l  o f  Accoun tancy . 138, No. 5 (November,
197*+), P. 56.
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t o  I n d ic a te  t h a t  most c o r p o r a t io n s  faced w i t h  " j u s t i f y i n g "  a change In 
accoun t ing  p r i n c i p l e  v i a  a d e p r e c ia t i o n  method change s im p ly  chose to  
fo re go  the change a f t e r  APB Opin ion No. 20 became e f f e c t i v e  f o r  
f i s c a l  years  be g inn ing  a f t e r  J u ly  31, 1971*
Changes in a c co u n t in g  e s t im a tes  do not c re a te  c o n s is te n c y  
d i f f i c u l t i e s  under SAS No. 1 and r e q u i re  no q u a l i f i c a t i o n  o f  o p in io n  
by the  independent a u d i t o r .  APB Opin ion No. 20 does no t  r e q u i re  
" j u s t i f i c a t i o n "  f o r  changes In accoun t ing  e s t im a te ,  o n ly  d i s c lo s u r e  
o f  the  r e la te d  e f f e c t  on income and pe r  share amounts f o r  the  c u r r e n t  
p e r iod  o f  the change.
P rov ing  perhaps t h a t  th e re  is  "more than one way t o  s k in  a 
c a t " ,  Cushing c i t e s  the case o f  one c o r p o r a t io n  which tu rned  an 
ea rn in gs  drop o f  $.32 per  share i n t o  an Increase o f  $.27 per  share by 
ex tend ing  i t s  e s t im a te  o f  asse t  u s e fu l  l i v e s .  D is c lo s u re  was made 
v i a  f o o tn o te s ,  bu t  no re fe re nce  to  the change was made In the 
independent a u d i t o r ' s  o p i n i o n .
Faced w i t h  o p e ra t in g  in  an env i ronment where c o n s is te n c y  is  
the o v e r r i d i n g  c o n s id e r a t io n  accountan ts  may choose to  avo id  the 
problem o f  j u s t i f y i n g  method changes by such a p rocedure ,  o r  a l t e r ­
n a t i v e l y  by j u s t  Ig n o r in g  the j u s t i f i c a t i o n  requ i rem en t ,  pos ing a rea l  
cha l le ng e  t o  a t tem pts  t o  reduce d i s c r e t i o n a r y  a l t e r n a t i v e s .
Cushing sees the l a t t e r  course as a t re n d ,  n o t in g  t h a t  even 
a f t e r  Issuance o f  APB Opin ion No. 20, no j u s t i f i c a t i o n  o f  changes was 
g iven  in 17% o f  h i s  sample c a s e s .2®
2 7  l b  I d . ,  p .  6 0 .  
2 8 | b i d . ,  p .  6 2 .
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In summary, t h i s  s e c t i o n  has cons ide red  the  concept o f  
d e p r e c ia t i o n  as both a v a lu a t i o n  and an a l l o c a t i o n  concept .
Whi le  both the  go ing concern and match ing p r i n c i p l e s  suppor t  
h i s t o r i c a l  c o s t ,  i t  is  the r e a l i z a t i o n  p r i n c i p l e  which has e f f e c t i v e l y  
ru le d  o u t  d e p r e c ia t i o n  as a v a lu a t i o n  concept  and enmeshed I t  in  the  
income r e c o g n i t i o n  p rocess .
L e f t  w i t h  o n ly  the a l l o c a t i o n  p rocess ,  the accountant  dev ised 
v a r io u s  methods o f  r e l a t i n g  d e p r e c i a t i o n  charges t o  the f l o w  o f  asse t  
b e n e f i t s  re ce ived .  W h i le  pay ing l i p  s e r v ic e  to  t h i s  I d e a l ,  method 
d e c is io n s  were more o f t e n  made In v iew o f  income ta x  a n d /o r  re po r ted  
net  income e f f e c t .
U n t i l  the Issuance o f  APB Opin ion No. 20 th e re  was no p ro ­
h i b i t i o n  aga in s t  method change, p r o v id in g  Income e f f e c t s  were 
re vea le d .  APB Opin ion  No. 20 in t roduced  the requirement f o r  
" j u s t i f i c a t i o n "  o f  method change and a sharp d e c l in e  was noted in 
method changes.
A long w i t h  t h i s ,  the re  is  same ev idence o f  a t rend  to  ignore  
the  " j u s t i f i c a t i o n "  requirement f o r  acco un t in g  changes and the 
p o s s i b i l i t y  t h a t  changes In accoun t ing  e s t im a te ,  such as u s e fu l  l i f e  
e s t im a te ,  are being used to  ach ieve the same purpose as an accoun t ing  
method change.
In p h i lo s o p h iz in g  about the number o f  h i s t o r i c a l  d o l l a r s  
which "danced on the head" o f  an asse t  a t  v a r io u s  stages in i t s  l i f e ,  
accountan ts  then have ignored the more im por tan t  q u e s t io n  o f  the 
" r e a l "  co s t  o f  us ing  th a t  asse t .
I t  appears t h a t  the p resen t  s t a t e  o f  " c o n s is te n c y  by f i a t "  
d i c t a t e d  by APB Opin ion No. 20 has b rought  a q u a s i - s t a b ! 1ized
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c o n d i t i o n  where n e i t h e r  v a l u a t i o n  no r  a l l o c a t i o n  Is  p a r t i c u l a r l y  w e l l  
served.
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES,
INTERNAL REVENUE SERVICE AND 
DEPARTMENT OF DEFENSE 
TREATMENT
Robert S t e r l i n g ,  In d e s c r ib in g  Kenneth B o u ld in g 's  comments on 
accountan ts  " v a l u a t i o n 11 processes,  r e f e r s  t o  them as " r i t u a l " .
He f u r t h e r  quotes Bould ing:
R i t u a l  Is  always the p rope r  response when a man has to  
g iv e  an answer to  a q u e s t io n ,  the answer t o  which he cannot 
r e a l l y  know. R i t u a l  under these c i rcum stances  has two 
f u n c t i o n s .  I t  Is c o m fo r t in g  (and in the face  o f  the g re a t  
u n c e r t a i n t i e s  o f  the f u t u r e ,  com fo r t  is  no t  t o  be despised) 
and I t  is  a ls o  an answer s u f f i c i e n t  f o r  a c t i o n .
F u r th e r ,  he p o in t s  ou t  t h a t  the accoun tan t  seeks the
29
" s u f f i c i e n t "  answer, r a t h e r  than the " r i g h t "  answer.
S t e r l i n g  agrees t h a t  v a l u a t i o n  is  concerned w i t h  the f u t u r e ,  
and the f u t u r e  Is unknown, but  d isagrees  t h a t  r i t u a l  is  s u f f i c i e n t  
f o r  a c t i o n .
Perhaps the bas ic  d i s t i n c t i o n  between GAAP and IRS/DOD 
trea tm ent  o f  d e p r e c ia t i o n  has been t h a t  GAAP t re a tm e n t  has emphasized 
the com for t  t o  be taken as a r e s u l t  o f  " o r th o d o x "  performance o f  the 
r i t u a l  (w i tness  " j u s t i f i c a t i o n "  o f  a change In method under APB 
Opin ion No. 20 ) ,  w h i le  IRS/DOD t rea tm e n t  has recogn ized the a r b i t r a r y
^K e n n e th  E. Bou* ing ,  "Economics and Accoun t ing :  The
Uncongenial T w ins , "  S tud ies  j n  Account ing T h eo ry . (Homewood, I l l i n o i s :  
Richard D. I r w in ,  I n c . , 1962), as c i t e d  In Robert  R. S t e r l i n g ,
Theory o f  the Measurement o f  E n te rp r i s e  Income. (Lawrence: The
uViversity o f  Kansas, 1970), p. 19*+.
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n a tu re  o f  the  ceremony and c i r c u m s c r ib e d  i t s  performance w i t h  b a r r i e r s  
designed to  l i m i t  s u b je c t i v e  b e n e f i t s  o n ly  t o  the  "more d e s e r v in g " .
In d is c u s s in g  the n a tu re  o f  d e p r e c ia t i o n ,  and I t s  a p p l i c a t i o n  
in  s p e c ia l  c i rcum s tan ces ,  Chapter 9 o f  Accoun t ing  Research B u l l e t i n  
No. ^3 had t h i s  to  say:
The c o s t  o f  a p r o d u c t i v e  f a c i l i t y  is  one o f  the cos ts  
o f  the s e rv ic e s  I t  renders  d u r in g  i t s  u s e fu l  economic l i f e .  
G e n e ra l l y  accepted a ccoun t in g  p r i n c i p l e s  r e q u i re  t h a t  t h i s  cos t  
be spread ove r  the  expected u s e fu l  l i f e  o f  the f a c i l i t y  in 
such a way as t o  a l l o c a t e  i t  as e q u i t a b l y  as p o s s ib le  t o  the 
p e r io d s  d u r in g  which s e r v ic e s  are ob ta in e d  from the use o f  the  
f a c i l i t y .  Th is  procedure Is  known as d e p r e c ia t i o n  a c co u n t in g ,  
a system which aims to  d i s t r i b u t e  the cos t  o r  o th e r  bas ic  
va lu e  o f  t a n g ib l e  c a p i t a l  a s s e ts ,  less sa lvage ( I f  any) over  
the  es t im a ted  use fu l  l i f e  o f  the  u n i t  (which may be a group o f  
asse ts )  in  a s y s te m a t ic  and r a t i o n a l  manner. I t  is  a process 
o f  a l l o c a t i o n ,  no t  o f  v a l u a t i o n . 30
There is  no e la b o r a t i o n  on the terms " e q u i t a b l y " ,  " s y s te m a t i c "  
o r  " r a t i o n a l " ,  and ve ry  p roba b ly  t h i s  f a l l s  i n t o  the ca tego ry  o f  
ques t ion s  t o  which man "can no t  know the answ er . "
Any good a t t o r n e y  would a t t e s t  t o  the ease o f  d i s c e r n in g  
" r a t i o n a l "  methodology from " n o n - r a t i o n a l "  by s im p ly  l o c a t i n g  " t h e  
r a t i o n a l  man" and o b ta in in g  h i s  judgement o f  the methodology.
Having g l i b l y  fo rm u la ted  the  r i t u a l ,  then we can go on to  o th e r  more 
p re ss ing  problems.
The American Accoun t ing  A s s o c ia t io n  emphasizes the concept o f  
t y i n g  d e p r e c ia t i o n  r e c o g n i t i o n  to  c o o rd in a te  revenue r e c o g n i t i o n  and 
In s c h o la r l y  fa s h io n  re p o r ts  t h a t  i t  " r e g r e t s  the tendency t o  re p o r t  
t o  s to ckh o lde rs  d e p r e c ia t i o n  t h a t  has been a c c e le ra te d  beyond any
301 'Restatement and R ev is ion  o f  Account ing  Research B u l l e t i n s , "  
Accoun t ing  Research B u l l e t i n  No. **3. (New York: American I n s t i t u t e  
o f  C e r t i f i e d  P u b l i c  Accoun tan ts ,  1953), p. 76.
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r e a l i s t i c  e s t im a te  o f  u s e fu l  l i f e  o f  asse ts  In o rd e r  t o  ach ieve  a 
ta x  advantage o r  t o  m a n ipu la te  Income c a l c u l a t i o n s . " ^  I t  a l s o  
recommends the  " e x p l i c i t  and r e g u la r "  r e c o g n i t i o n  o f  obsolescence In 
d e p r e c ia t i o n  com pu ta t ions .
Both the approach o f  the  AICPA and the  AAA seem to  o v e r lo o k  
the b as ic  f a c t  t h a t  d e p r e c ia t i o n  charges and t h e i r  r e s u l t a n t  asse t  
book va lues  have no rea l  meaning o u t s id e  o f  t h e i r  e f f e c t  on income 
taxes o r  perhaps p r o p e r t y  taxe s .
Thus, we c o n t in u e  t o  argue f o r  such th in g s  as " e q u i t a b l e "  
d i s t r i b u t i o n  o r  a g a in s t  such th in g s  as " u n r e a l i s t i c "  a c c e le ra te d  
d e p re c ia t i o n  because we b e l ie v e  they  conform t o  o r  v i o l a t e  the r i t u a l  
which g ive s  meaning t o  ou r  e x is te n c e  as accoun tan ts .
Again from Chapter 9 o f  Accoun t ing  Research B u l l e t i n  No. 43 
d is c u s s in g  the d e c is io n  not  t o  a l l o w  c u r r e n t  p r i c e s  to  i n f lu e n c e  
d e p r e c ia t i o n  charges:
W i thou t  such formal  s teps  (con t inuous and c o n s i s te n t  
d e p re c ia t i o n  charges based on the  new asse t  v a l u e s ) ,  the re  
would be no o b j e c t i v e  s tandard by which t o  judge  the  
p r o p r i e t y  o f  the amounts o f  d e p r e c ia t i o n  charges a g a in s t  
c u r r e n t  income, and the s i g n i f i c a n c e  o f  recorded amounts o f  
p r o f i t  m igh t  be s e r i o u s l y  im p a i re d .32
The Im p l i c a t i o n  t h a t  p r o f i t  s i g n i f i c a n c e  s u f f e r s  in the  
absence o f  c o n fo r m i t y  t o  the r i t u a l  i s  e a s i l y  conver ted  i n t o  the 
presumption o f  s i g n i f i c a n c e  when the r i t u a l  i s  p r o p e r l y  performed.
Account ing  Research B u l l e t i n  No. 44. o s t e n s ib l y  d e a t ln g  w i t h  
d e c t i n i n g - b a 1ance d e p r e c ia t i o n ,  had l i t t l e  t o  say about the  method
3*A Statement o f  Basic  Accoun t ing  Theory . (Evanston,
I l l i n o i s :  American Account Ing A s s o c ia t i o n ,  1966), p. 35.
^ A c c o u n t i n g  Research Bui l e t  in No. 43 . loc c i t .
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beyond p o i n t i n g  to  i t s  long h i s t o r y  o f  acceptance in England and o th e r  
c o u n t r i e s ;  a l l u d i n g  t o  I t s  d e s i r a b i l i t y  In s i t u a t i o n s  where asse t  
p r o d u c t i v i t y  o r  revenue ea rn in g  c a p a c i t y  is r e l a t i v e l y  g r e a te r  In 
e a r l y  l i f e ,  and obse rv in g  t h a t  i t  Is " s y s te m a t i c  and r a t i o n a l "  (what- 
e v e r  t h a t  means).
The b u l l e t i n  d e a l t  p r i m a r i l y  w i t h  the income tax a l l o c a t i o n
problem caused by adop t io n  o f  d i f f e r e n t  d e p r e c ia t i o n  methods f o r
d e te rm in a t io n  o f  income f o r  genera l  acco un t ing  purposes versus ta xa b le  
Income d e te r m in a t io n .  Indeed, two members o f  the committee ob je c ted  
s t re n u o u s ly  t o  the use o f  a b u l l e t i n  on d e p r e c ia t i o n  as a v e h i c le  f o r
changing views on accoun t ing  f o r  income taxes .
Accoun t ing  P r i n c i p l e s  Board Op in ion  No. I t r e a te d  the problems 
c rea ted  by the new s h o r te r  g u id e l i n e  l i v e s  a u th o r iz e d  by Revenue 
Procedure 62-21.  Once aga in ,  i t  d id  not o f f e r  much guidance as to  
r a t i o n a l e  o r  a c c e p t a b i l i t y  o f  d i f f e r e n t  methods o f  d e p r e c i a t i o n ,  and 
was invo lved  p r i n c i p a l l y  w i t h  the problem o f  accoun t ing  f o r  income 
taxes .
Accoun t ing  Termino logy B u l l e t i n  No. 1 d e a l t  w i th  the  term 
" d e p r e c ia t i o n "  by d is c u s s in g  a number o f  a l t e r n a t i v e  d e f i n i t i o n s  o f  
the word " d e p r e c i a t i o n "  and then s e t t l i n g  on a d e f i n i t i o n  o f  
" d e p r e c ia t i o n  acco u n t in g "  which r e i t e r a t e s  the d e f i n i t i o n  g iven  in 
Account ing  Research B u l l e t i n  No. *+3, mentioned e a r l i e r .  I t  went
33 "D ec l in  ing -Ba iance D e p r e c ia t i o n , "  Accoun t ing  Research B u l l e t i n  
No. M* (Rev ised) ,  (New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l ic
Accoun tan ts ,  1958), pp. 6067- 6069.
J "New D e p re c ia t io n  G u id e l in e s  and R u le s , "  Account i ng 
P r i n c i p l e s  Board Opin ion No. 1, (New York: American I n s t i t u t e  o f
C e r t i f i e d  P u b l ic  Accoun tan ts ,  1962), pp. 6503- 6505.
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f u r t h e r  t o  e x p la in  t h a t  " d e p r e c ia t i o n  f o r  the year  is  the p o r t i o n  o f  
the t o t a l  charge under such a system t h a t  is  a l l o c a t e d  t o  the  y e a r . "
I t  a tso  p o in te d  ou t  th a t  "a l th o u g h  the a l l o c a t i o n  may take 
i n t o  account occurrences d u r in g  the ye a r ,  i t  Is no t  intended to  be a 
measurement o f  the e f f e c t  o f  a l l  such o c c u r re n c e s . "
I t  con t inue s :
D e f i n i t i o n s  are unaccep tab le  which imply t h a t  deprec ia t  ion 
f o r  the year  is  a measurement expressed in monetary te rms,  o f  
the p h y s ic a l  d e t e r i o r a t i o n  w i t h i n  the  yea r ,  o r  o f  the d e c l in e  
in monetary va lue  w i t h i n  the yea r ,  o r ,  indeed, o f  an y th in g  
th a t  a c t u a l l y  occurs  w i t h i n  the y e a r . 35
One is  l e f t  then w i t h  the inescapable c o n c lu s io n  th a t  the 
d e p r e c ia t i o n  r i t u a l ,  in o rd e r  to  conform to  " g e n e r a l l y  accepted 
a c c o u n t in g  p r i n c i p l e s " ,  must a t tempt  t o  be an " e q u i t a b l e "  a l l o c a t i o n  
process and must be " s y s te m a t i c "  and " r a t i o n a l " .
Beyond t h a t ,  we are cau t ioned  not t o  a t t a c h  any measurement 
s i g n i f i c a n c e  t o  the annual performance o f  the r i t u a l  o u rs e lv e s ,  but 
not t o  scan d a l ize  the " i n v e s t o r  f a i t h f u l "  by a r b i t r a r i l y  embracing 
a change In r i t u a l  fo rmu la  w i th o u t  " j u s t i f i c a t i o n " .  A d d i t i o n a l l y ,  we 
are warned a g a in s t  unseemly a c c e le r a t i o n  o f  the r i t u a l  to  ach ieve 
ta x  advantage, o r  con ve rse ly  d e c e le r a t i o n  to  shore up sagging p r o f i t .
Sec t ion  167(a) o f  the In te rn a l  Revenue Code o f  135*+ does not 
bo the r  t o  d e f in e  " d e p r e c i a t i o n " ,  but speaks immediate ly  in the 
c o n s t r i c t i v e  tone o f  the tax  commissioner thus:  "There s h a l l  be
a l lowed as a d e p r e c ia t i o n  de duc t ion  a reasonable a l lowance f o r  the
■^"R ev iew  and Resume," A c c o u n t in g  T e rm in o lo g y  B u l l e t i n  No. I . 
(New York: American I n s t i t u t e  o f  C e r t i f i e d  P ub l ic  A ccoun tan ts , 19 $ 3 )»
pp. 9503-9517.
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e x h a u s t io n ,  wear and te a r  ( I n c lu d in g  a reasonable a l lowance  f o r  
o b so lescence ) :
(1) o f  p r o p e r t y  used In the t ra d e  o r  bus iness ,  o r
(2) o f  p r o p e r t y  he ld  f o r  the  p ro d u c t io n  o f  i n c o m e " ^
Not about to  open a Pandora 's  Box s i m i l a r  t o  the GAAP one 
labe led "s y s te m a t ic  and r a t i o n a l " ,  the jau n d ic e d  tax  c o l l e c t o r  
q u i c k l y  d e f in e s  the term " re asonab le  a l low ance"  in the nex t  paragraph.
A " reason ab le  a l low ance "  is  one computed v i a  r e g u la t io n s  o f  
the S ec re ta ry  o f  the Treasury  in accordance w i t h  the s t r a i g h t  l i n e  
method, the d e c l i n i n g  balance method a t  a ra te  not exceeding tw ice  
the s t r a i g h t  l i n e  r a te ,  the sum o f  the years d i g i t s  method, o r  any 
o th e r  c o n s is te n t  method which w i l l  not produce in  the f i r s t  two- 
t h i r d s  o f  an a s s e t ' s  u s e fu l  l i f e  a t o t a l  a l lowance g r e a te r  than th a t  
produced by the d e c l i n i n g  balance method a t  tw ice  the s t r a i g h t  l i n e  
ra te .
Var ious o th e r  r e s t r i c t i o n s  are  placed on the use o f  
acce le ra ted  methods geared t o  g iv e  p re fe rence  in i t s  use to  t a x ­
payers who a c q u i re  new personal  o r  r e s i d e n t i a l  rea l  p ro p e r t y  as 
opposed t o  those who a cq u i re  used personal  o r  commercial rea l  p r o p e r t y .
The i n t e n t  o f  a l l o w in g  a c c e le ra ted  methods on c e r t a i n  c lasses 
o f  assets  w h i le  denying o r  se v e re ly  r e s t r i c t i n g  i t s  use on o th e rs  is  
c l e a r l y  t o  s t im u la te  a c q u i s i t i o n  o f  the asse ts  g iven  p r e fe r r e d  
t re a tm e n t ,  and nowhere is i t  in t im a te d  th a t  one d e p r e c ia t i o n  method is 
p r e fe r a b le  t o  ano the r  because i t  "more e q u i t a b l y "  d i s t r i b u t e s  o r i g i n a l  
cos t  in a p a t t e r n  which approximates u t i l i t y  d im u n i t i o n .
^C o m p le te  In te rn a l  Revenue Code o f  195*+, (June I ,  197** ed . ;  
Englewood C l i f f s ,  New Jersey:  Prent i ce-Ha 1 I , I n c . ,  197*0, PP- 25, 120.
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Change from one method o f  d e p r e c ia t i o n  t o  ano the r  does not 
have t o  be " j u s t i f i e d "  under the I n t e r n a l  Revenue Code. Perm iss ion  
f o r  a change in adopted method o f  d e p r e c ia t i o n  Is  re q u i re d  f o r  a l l  
changes except  from d e c l i n i n g  balance o r  sum o f  the  years d i g i t s  t o  
s t r a i g h t  l i n e ,  o r  d e c l i n i n g  balance to  sum o f  the years  d i g i t s  where 
asset  d e p r e c ia t i o n  ranges are used, o r  t o  a method p e rm i t te d  o r  
re q u i re d  f o r  r e s i d e n t i a l  rea l  p r o p e r t y .  However, pe rm iss ion  can 
u s u a l l y  be assumed i f  the taxpayer  has f i l e d  form 3115 and compl ied 
w i t h  c e r t a i n  c o n d i t i o n s .
The t rea tm en t  o f  method cho ice  and change is  recognized as 
a r b i t r a r y  and p roba b ly  represents  one o f  the le a s t  c o n t r o v e r s i a l  areas 
in p r a c t i c a l  a p p l i c a t i o n  o f  t a x  law.
The t rea tm en t  o f  sa lvage va lue  appears t o  be ano the r  area 
where ve ry  l i t t l e  a t tempt  is  made to  en sh r ine  o r thodox  r i t u a l  in tax  
law. T h e o r e t i c a l l y ,  asse ts  may not be d e p re c ia te d  below salvage 
v a lu e ,  but the code p rov ides  th a t  sa lvage va lue not in excess o f  10% 
need not be cons idered in d e p r e c ia t i o n  computa t ions .
My own o b s e rv a t io n  is t h a t  sa lvage va lue g e n e r a l l y  winds up 
be ing a " b a l l  pa rk "  f i g u r e  in most d e p re c ia t i o n  computa t ions .
Obv ious ly ,  except in extreme cases, i t  would be d i f f i c u l t  t o  d i s ­
c r e d i t  any f i g u r e  chosen from a f a i r l y  wide range o f  a l t e r n a t i v e  
va lues.
The qu es t ion  o f  asset  es t im a ted  u s e fu l  l i f e  p robab ly  p rov ides  
more bas is  f o r  c o n t ro v e rs y  in ta x  t rea tm ent  o f  d e p r e c ia t i o n  than any 
o th e r  area .  The re g u la t io n s  propose v a r io u s  " g u i d e l i n e s "  as to  
suggested asset u se fu l  l i f e ,  bu t  these are not b in d in g  on the t a x ­
payer who can demonstrate s h o r t e r  l i v e s  in h i s  s u b je c t i v e  exp e r ie nce .
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As ment ioned e a r l i e r  t h i s  area may become a ls o  one o f  the more 
c o n t r o v e r s i a l  in  GAAP t re a tm en t  due t o  the r e s t r i c t i o n s  imposed on 
r e p o r t i n g  and j u s t i f y i n g  a change in "a c c o u n t in g  p r i n c i p l e "  under APB 
Op in ion  No. 20.
F i n a l l y ,  the code a l lo w s  s p e c ia l  a c c e le ra te d  d e p r e c ia t i o n  
t rea tm en t  f o r  "emergency" and p o l l u t i o n  c o n t r o l  f a c i l i t i e s  as w e l l  as 
" a d d i t i o n a l  f i r s t  y e a r "  d e p r e c ia t i o n  under s e c t io n  179.
Imbued w i t h  the p h i lo so p h y  t h a t  income tax  deduc t ions  e x i s t  
s o l e l y  as a m a t te r  o f  s p e c i f i c  l e g i s l a t i v e  g race ,  the  commissioner 
does not regard d e p r e c ia t i o n  as a dogmat ic r i t u a l ,  the e x e rc is e  o f  
which is guaranteed by a covenant w i t h  the Great Bookkeeper In the Sky. 
He does not  n e c e s s a r i l y  imply t h a t  d e p r e c ia t i o n  should a l l o c a t e  cos ts  
in  an " e q u i t a b l e " ,  " r a t i o n a l "  o r  " s y s t e m a t i c "  manner, o n ly  t h a t  i t  
should meet c e r t a i n  c l e a r l y  de f in e d  c r i t e r i a  in o rd e r  t o  be d e d u c t ib le .
W i th in  l i m i t s ,  the taxpayer  may choose the method o r  change 
t o  a method which he pe rce ives  as most advantageous to  him a t  the 
moment. He may have t o  request pe rm iss ion  f o r  the change, but the re  
is no requirement f o r  a p ious in c a n ta t io n  o f  " j u s t i f i c a t i o n "  to  the 
cus to d ian s  o f  o r thodox  r i t u a l .
S ec t ion  15- 205-9 o f  the  Armed Serv ices  Procurement Regu la t ion  
(ASPR) d e f in e s  d e p r e c ia t i o n  as "a  charge t o  c u r re n t  o p e ra t io n s  which 
d i s t r i b u t e s  the cos t  o f  a t a n g ib le  c a p i t a l  a sse t ,  less es t im a ted  
re s id u a l  v a lu e ,  ove r  the es t im ated  u s e fu l  l i f e  in a sys tem a t ic  and
lo g i c a l  manner. I t  does not in v o lv e  a process o f  v a l u a t i o n . "
I t  goes on f u r t h e r  to  s ta t e  th a t  d e p r e c ia t i o n  w i l l  be 
cons idered reasonable i f  i t  s a t i s f i e s  th ree  c o n d i t i o n s :  i t  is
c o n s is te n t  w i th  p o l i c i e s  and procedures ;  fo l lo w e d  in the same cos t
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L i t t l e  guidance Is o f f e r e d  as t o  what c o n s t i t u t e s  the  essence 
o f  r a t i o n a l i t y ,  s y s t e m a t I c I t y , o r  e q u i t a b ! I i t y ,  but the impress ion Is 
c rea ted  t h a t  i f  the d e p r e c ia t i o n  r i t u a l  is  p r o p e r l y  pe r fo rm ed ,  and 
excesses are vo id e d ,  a l l  w i l l  have been done which can be expected o f  
a b e l i e v e r  and h i s  conscience may re s t  easy.
The I n t e r n a l  Revenue Code and I t s  e n fo rc e rs  take a more 
ja u n d ice d  v iew  and g e n e r a l l y  re fuse  t o  endow d e p r e c ia t i o n  w i t h  any 
i n t r i n s i c  m ys t iq ue .  Rather ,  they recogn ize  i t s  bas ic  a s i g n 1f Ic a n c e  
and r a th e r  a r b i t r a r i l y  p r e s c r ib e  methodology a l lowed in accordance 
w i t h  goats  t o  be ach ieved by tax  l e g i s l a t i o n .
F i n a l l y ,  the  Department o f  Defense has t r a d i t i o n a l l y  nodded 
r e s p e c t f u l l y  in the d i r e c t i o n  o f  g e n e r a l l y  accepted accoun t in g  
p r i n c i p l e s ,  but in the  f i n a l  a n a ly s i s  has r e l i e d  a lmost  e x c l u s i v e l y  
on I n t e r n a l  Revenue Code d e p r e c ia t i o n  procedures and p o l i c i e s  in the 
p a s t .
Th is  l a t t e r  p o l i c y  is  scheduled t o  undergo some major  
r e v is io n s  w i th  the  implementa t ion  on J u l y  I ,  1975 o f  the proposed 
Cost Accoun t ing  Standard e n t i t l e d  "D e p r e c ia t i o n  o f  Tang ib le  C a p i ta l  
A s s e t s . "  Th is  s tandard  is  d iscussed and eva lua ted  In the f o l l o w in g  
se c t io n  o f  t h i s  d i s s e r t a t i o n .
THE NEW COST ACCOUNTING STANDARDS 
BOARD DEPREC.AT I ON STANDARD
The Cost Account ing  Standards Board f i r s t  pu b l ished  i t s  new 
proposed standard e n t i t l e d  "D e p re c ia t i o n  o f  T a n g ib le  C a p i ta l  A sse ts "
In the Federal R e g i s t e r , V o l .  39, No. 113, on June 11, 197^.
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The proposed s tandard  was met by an ava lanche o f  h o s t i l e  
c r i t i c i s m  from in d u s t r y  and o th e r  sources which e i t h e r  expressed a 
q u e s t io n in g  o f  the need f o r  the  s tandard  a l t o g e t h e r ,  o r  c r i t i c i z e d  
c e r t a i n  p o r t i o n s  o f  i t .
As a r e s u l t  o f  t h i s  c r i t i c i s m ,  the CASB made con s id e ra b le  
m o d i f i c a t i o n s  o f  the o r i g i n a l  document and took  the  unusual s tep  o f  
r e p u b l i s h in g  the m o d i f ie d  s tandard in the Federal R e g i s t e r . Vo l .  39, 
No. 193 on October 3,  1974.
Even though the da te  f o r  a cong ress iona l  r e s o lu t i o n  t o  set 
the s tandard as ide  had e x p i r e d .  Senate hear ings  on the s tandard  were 
he ld  A p r i l  14, 1975, and based on a request  from the N a t io n a l  S e c u r i t y  
I n d u s t r i a l  A s s o c ia t i o n ,  a House Banking Subcommittee is  h o ld in g  
hear ings  in e a r l y  Hay, 1975*
A p p a re n t l y ,  "Feds rush in where angels  (and o th e r  r i t u a l  
adheren ts )  f e a r  to  t r e a d ! "
Quot ing from s e c t i o n  409,20:
The standard Is based on the concept t h a t  d e p re c ia t i o n  cos ts  
i d e n t i f i e d  w i t h  cos t  accoun t ing  p e r iod s  and b e n e f i t i n g  cos t  
o b je c t i v e s  w i t h i n  p e r io d s  should be a reasonable measure o f  the 
e x p i r a t i o n  o f  s e r v ic e  p o t e n t i a l  o f  the t a n g ib le  asse ts  su b je c t  
t o  d e p r e c i a t i o n . Adherence t o  t h i s  s tandard should p ro v id e  a 
sys tem a t ic  and r a t i o n a l  f l o w  o f  the cos ts  o f  t a n g ib le  c a p i t a l  
asse ts  t o  b e n e f i te d  cos t  o b je c t i v e s  ove r  the expected s e rv ic e  
l i v e s  o f  the asse ts .
C on t ras t  t h i s  concept ( p a r t i c u l a r l y  the u n d e r l in e d  p o r t i o n )  
w i th  the s ta tement seen p r e v io u s ly  in Accoun t ing  Termino logy B u l l e t i n  
No. I :
D e f i n i t i o n s  are unaccep tab le  which imply th a t  d e p r e c ia t i o n  
f o r  the year is a measurement expressed in monetary terms o f  the 
p h y s ic a l  d e t e r i o r a t i o n  w i t h i n  the yea r ,  o r  o f  the d e c l in e  in 
monetary va lue  w i t h i n  the yea r ,  o r ,  Indeed, o f  a n y th in g  th a t  
a c tu a l  1v occurs w i t h i n  the year.
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Much as the i l l - f a t e d  A ccoun t ing  P r i n c i p l e s  Board d id  in the 
e a r l y  1960'$ when i t  assumed i t  c o u ld  c o d i f y  a c co un t in g  p r i n c i p l e s  (a 
ta s k  no o t h e r  o rgan ized  a ccoun t in g  body anywhere had been ab le  t o  d o ) ,  
the  Cost Accoun t ing  Standards Board has announced t o  the  w o r ld  i t s  
requ irements  f o r  the  " re a s o n a b le "  measurement o f  the e x p i r a t i o n  o f  
s e r v ic e  p o t e n t i a l .
The b u lk  o f  adverse comments rece ived  by the Board were 
d i r e c te d  toward such th in g s  as record  keeping requ irements  f o r  
d e t e m i n a t i o n  o f  u s e fu l  l i f e ,  e t c .  r a t h e r  than towards the f u t i l i t y  
o f  a t t e m p t in g  a " re a s o n a b le "  means o f  s e r v ic e  p o t e n t i a l  e x p i r a t i o n .  
Perhaps t h i s  can be a t t r i b u t e d  to  an inna te  r e c o g n i t i o n  t h a t  d i s ­
a l lowance o f  a c c e le ra te d  d e p r e c ia t i o n  methods due to  lack  o f  
c o r r e l a t i o n  w i t h  ra te  o f  s e r v ic e  p o t e n t i a l  e x p i r a t i o n  w i l l  be as 
hard t o  " J u s t i f y "  as would i t s  in v e rse .
Much o f  the m o t i v a t i o n  f o r  development o f  the  s tandard 
appears t o  have been due t o  cong re ss iona l  f e e l i n g s  th a t  somehow the 
use o f  a c c e le ra te d  d e p r e c ia t i o n  methods was c r e a t i n g  " w i n d f a l l "  
b e n e f i t s  f o r  DOD c o n t r a c t o r s ,  and t h i s  idea has been expressed 
v o c i f e r o u s l y  by such peop le  as Senator W i l l i a m  Proxmire.
Assuming t h a t  an asse t  is re ta in e d  In p r i m a r i l y  DOD con­
t r a c t i n g  work , o b v io u s ly  no g r e a te r  t o t a l  amount o f  d e p r e c ia t i o n  w i l l  
g e n e r a l l y  be a l l o w a b le  by use o f  a c c e le ra te d  methods. The obvious 
advantage i s ,  o f  cou rse ,  the t ime va lue  o f  the e a r l i e r  re imbursements, 
but In an ongoing e n t i t y  t h i s  may not  be n e a r ly  as s i g n i f i c a n t  as i t  
seems.
The Counc i l  o f  Defense and Space In d u s t r y  A s s o c ia t io n s  
(CODSIA) expressed t h i s  s u c c i n c t l y  when I t  p o in te d  ou t  tha t :
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The government c o n t r a c t o r  cou ld  be viewed as a go ing concern 
and government c o n t r a c t i n g  as a con t inuous  process . . . means 
t h a t  reasonable d e p r e c ia t i o n  p r a c t i c e s  c o n s i s t e n t l y  fo l lo w e d  
w i l l  p ro v id e  e q u i t y  In c o s t i n g .  Under these c o n d i t i o n s ,  the 
amount o f  c o s ts  a l l o c a t e d  In any p e r io d  is not  s i g n i f i c a n t l y  
a f f e c t e d  by the method o f  d e p r e c ia t i o n  o r  l i v e s  us e d .38
V en tu r ing  f u r t h e r  a f i e l d  In I t s  endorsement o f  acce le ra te d  
d e p r e c ia t i o n  methods, the Counc i l  suggested t h a t  c o n s id e r a t io n  by the 
CASB o f  such economic f a c t o r s  as d e c l i n i n g  v a lu e ,  obsolescence 
p r o b a b i l i t y ,  monetary I n f l a t i o n ,  and investment s t im u lu s ,  would 
suppor t  the use o f  a c c e le ra te d  methods.
The Counc i l  s t a t e s ,  MWe r e i t e r a t e  th a t  accoun t ing  should be 
based on economics and we b e l ie v e  t h a t  c u r r e n t  u n d e r ly in g  economic 
f a c t o r s  j u s t i f y  the p resen t  approach t o  d e p r e c ia t i o n  a c c o u n t in g . "
My own o b s e rv a t io n  here would be t h a t  a c c e le ra ted  d e p r e c ia t i o n  
methods are  not r e a l l y  a s u b s t i t u t e  f o r  economic r e v a lu a t io n  o f  the 
t o t a l  amount o f  d e p r e c ia t i o n  a l lo w a b le  o r  ad jus tment  o f  o th e r  methods 
o f  compensating c o n t r a c t o r s  f o r  use o f  t h e i r  c a p i t a l  asse ts .
Whi le  a c c e le ra te d  d e p r e c ia t i o n  methods may move the 
compensation c lo s e r  t o  the da te  o f  asset  a c q u i s i t i o n ,  and hence 
compensate In d o l l a r s  o f  more-near Iy -equa I  pu rchas ing power, t h e i r  
use cannot r e a l l y  e l im in a t e  the f a c t  t h a t  t o t a l  compensation is  s t i l l  
l im i t e d  t o  t o t a l  d o l l a r s  o f  h i s t o r i c a l  c o s t ,  a procedure c l e a r l y  
u n f a i r  In pe r iods  o f  ra p id  i n f l a t i o n .
Sec t ion  A 0 9 .^ 0 (a ) (3 )  o f  the Standard s ta te s :
The method o f  d e p r e c ia t i o n  se le c te d  f o r  a s s ig n in g  the 
d e p re c ia b le  cos t  o f  a t a n g ib l e  c a p i t a l  asse t  (or group o f  asse ts )
^ Federal C o n t ra c ts  R e p o r te r . No. 555, (Washington, O.C.: 
The Bureau o f  N a t io na l  A f f a i r s ,  Inc .  , November 11, 197*0, P* A-**.
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t o  the  co s t  a c co u n t in g  p e r io d s  re p re s e n t in g  i t s  es t im a ted  
s e r v ic e  l i f e  s h a l l  r e f l e c t  the c q . j . t c d  consumption o f  
s e rv ic e s  in each cos t  acco un t ing  p e r i o d .
S ec t ion  ^ 0 5 . 50(a)  p o in t s  out t h a t  many o f  the same f a c t o r s  
a f f e c t  both es t im a ted  s e r v i c e  l i f e  and " l i k e l y "  consumption o f  
s e r v ic e s .  I t  a l s o  d e f in e s  f a c t o r s  which may be taken in to  account as: 
" q u a n t i t y  and q u a l i t y  o f  expected o u tp u t ,  and l im in g  th e r e o f ;  p o t e n t i a l  
s tandby u s e fu ln e s s ;  and t e c h n ic a l  o r  economic obsolescence o f  the 
asse t  . . . o r  o f  the p roduc t  o r  s e r v ic e  i t  is  invo lve d  in p r o d u c in g . "
S e c t io n  4 0 9 .5 0 ( g ) (3) p o in t s  out  f u r t h e r  t h a t  consumption o f  
asset s e r v ic e s  as a f f e c t e d  by the above f a c t o r s  may be measured by 
e i t h e r  expected a c t i v i t y  o r  expected p h y s ic a l  ou tp u t  and g ives  as 
examples: hours o f  o p e r a t i o n ,  number o f  o p e ra t io n s  per fo rmed,  number
o f  u n i t s  produced,  o r  number o f  m i le s  t r a v e le d .  Accep tab le  monetary 
s u r ro g a te s  mentioned are :  es t im a ted  labo r  d o l l a r s ,  t o t a l  cos t
in c u r re d ,  o r  t o t a l  revenues generated.
I t  a l low s  a l s o  th a t  t ime passage may be used as a s u b s t i t u t e  
where r e l i a b l e  da ta  f o r  measurement or  e s t im a t i o n  oi ; isset  s e rv ic e  
consumption is l a c k in g .
The Standard f u r t h e r  " c l a r i f i e s " :
An a c c e le ra te d  . .othod o l  c.:,, re 1 i at i on is  a p p ro p r ia te  v/hcte 
the expected consumption o f  as . d  s e rv ic e s  is s i g n i f i c a n t ! /  
g r e a te r  in e a r l y  years o f  asset  l i f e
The s t r a i g h t  l i n e  method o f  d e p r e c ia t i o n  is a p p ro p r ia te  
where the expected consumption o f  asset  s e rv ic e s  is reasonably  
le v e l  over  the s e r v ic e  l i f e  o f  the a sse t .
S ec t ion  * l09 .50 (g) ( I ) re qu i re s  th a t  the method o f  d e p r e c ia t i o n  
used f o r  f i n a n c i a l  acco un t ing  purposes be used f o r  c o n t r a c t  c o s t in g  
un less  i t  "does not reasonably  r e f l e c t  the expected consumption ol
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s e rv ic e s  f o r  the  t a n g ib l e  c a p i t a l  asse t  . . . o r  Is  unaccep tab le  f o r  
Federal Income Tax p u rp o se s .11 T h is  leaves the  c o n t r a c t o r  w i t h  the 
absurd p o s s i b i l i t y  ( a l b e i t  not p r o b a b i l i t y )  o f  hav ing  th re e  separa te  
d e p r e c ia t i o n  methods t o  reckon w i t h  on the  same a s s e t .
The b a t t l e  l i n e s  between c o n t r a c t o r  and DOD appear t o  have 
been drawn p r i m a r i l y  around the area o f  d e te rm in a t io n  o f  asse t  
u s e fu l  l i f e  and the record  keeping requ irements  t o  suppor t  ch o ice  o f  
u s e fu l  l i f e .
C o r r e l a t i o n  o f  u s e fu l  l i f e  w i th  mere p h y s ic a l  l i f e  would o f f e r  
l i t t l e  problem in accoun t in g  th e o ry ,  but the  i n t r o d u c t i o n  o f  economic 
f a c t o r s  a f f e c t i n g  obsolescence make the problem more d i f f i c u l t ,  and 
these f a c t o r s  may be cons idered  in e s t im a t i n g  u s e fu l  l i f e  under the 
Standard.
The Standard a l low s  " reason ab le  a p p ro x im a t io n s "  o f  es t im a ted  
u se fu l  l i f e  to  be used i n i t i a l l y ,  fo l lo w e d  by p e r i o d i c  rev iews o f  
a c tu a l  exp e r ie nce  in o r d e r  to  suppor t  and develop s tandard  u s e fu l  
l i v e s  f o r  v a r io u s  c a te g o r ie s  o f  a s s e ts .  Where no p r i o r  exper ience  
has been e s ta b l i s h e d ,  asse t  l i v e s  may not be es t im a ted  f o r  pe r io d s  
s h o r t e r  than those p re s c r ib e d  in the g u id e l i n e s  pub l ished  in Revenue 
Procedure 72-10 o f  the I n t e r n a l  Revenue S e rv ic e .
Gains and losses on d i s p o s i t i o n  o f  c a p i t a l  asse ts  are  
cons idered  ad jus tments  o f  p r i o r  d e p re c ia t i o n  and ass igned to  the  
d i s p o s i t i o n  p e r io d .  However, any ga in  a t t r i b u t a b l e  t o  a sa les  p r i c e  
in excess o f  o r i g i n a l  asset  a c q u i s i t i o n  cos t  is  not recogn ized .
Other p r o v i s i o n s  o f  the Standard do not appear t o  d e v ia te  
r a d i c a l l y  from p r i o r  t rea tm e n t  o f  d e p r e c ia t i o n  covered in the Armed 
Serv ices  Procurement R eg u la t io n  d iscussed p r e v i o u s l y .
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In sunmary, the  new CASB d e p r e c ia t i o n  s tandard  no longer 
accepts  c o n fo r m i t y  t o  I n t e r n a l  Revenue S e rv ice  d e p r e c ia t i o n  p o l i c i e s  
and procedures as a c o n d i t i o n  s u f f i c i e n t  f o r  compensat ing DOD 
c o n t r a c t o r s  f o r  c a p i t a l  asset  use.
I t  in t rodu ces  new requ irements  f o r  d e te rm in a t io n  o f  asset 
u s e fu l  l i v e s  and d e p r e c ia t i o n  methods based on the assumpt ion th a t  
asse t  use cos t  ass igned t o  a p a r t i c u l a r  accoun t in g  pe r io d  should be a 
" re a so n ab le  measure" o f  the e x p i r a t i o n  o f  asse t  s e r v ic e  p o t e n t i a l  in  
t h a t  p e r io d .
An analogous requ irement in Accoun t ing  P r i n c i p l e s  Board 
Opin ion No. 20 t h a t  a change in d e p r e c ia t i o n  method be " j u s t i f i e d "  
has re s u l te d  a p p a re n t ly  In reduc ing  d e p r e c ia t i o n  method changes from 
the most f re q u e n t  type o f  accoun t ing  p r i n c i p l e  change t o  p roba b ly  an 
almost non-ex I s t e n t  type  o f  change. There Is some ev idence th a t  
f i rm s  which a re  denied a des i red  change have a t tempted to  achieve 
s i m i l a r  r e p o r t i n g  r e s u l t s  by a l t e r i n g  leng th  o f  es t im a ted  u s e fu l  l i f e .
I t  appears th a t  " j u s t i f i c a t i o n "  o f  a cho ice  o f  d e p r e c ia t i o n  
method under the new CASB Standard w i l t  be as n e a r l y  imposs ib le  as 
" j u s t i f i c a t i o n "  o f  a d e p r e c ia t i o n  method change under APB Opin ion No. 
20 has proven.  Consequent ly ,  I b e l ie v e  t h i s  requirement o f  the 
Standard Is doomed e i t h e r  to  complete abandonment o r  to  some s o r t  o f  
a r b i t r a r y  enforcement s i m i l a r  to  IRS d i c t a t e s  on " a l l o w a b le "  methods 
o f  d e p r e c ia t i o n  f o r  v a r io u s  types o f  asse ts .
The S tanda rd 's  requ irement f o r  d e t a i l e d  suppor t  o f  es t im a ted  
u s e fu l  l i f e  is  perhaps more j u s t i f i a b l e  t h e o r e t i c a l l y ,  bu t  I am In 
bas ic  agreement w i t h  the CODSIA o b s e rv a t io n  th a t  I t  w i l l  r e s u l t  in 
Increased Inc idences o f  d is p u te  between DOD and c o n t r a c t o r s ,  more
DOD a u d i t s ,  and an end r e s u l t  l i t t l e  d i f f e r e n t  from t h a t  ach ieved by 
f o l l o w i n g  c u r r e n t  p r a c t i c e . ^ ®
SUMMARY
The i n i t i a l  d i s c u s s io n  In t h i s  ch a p te r  t ra ce d  the development 
o f  the  concept  o f  c a p i t a l  asse ts  from the  e a r l i e s t  a ccoun t in g  systems 
which d e a l t  In terms o f  o rd e r  r a th e r  than in fo r m a t io n ,  and in which 
p e r i o d i c i t y  was not  a v e ry  re le v a n t  concept , th rough development o f  the 
g re a t  t r a d in g  companies and t h e i r  need f o r  p e r i o d i c  asse t  " r e v a l u a t i o n "  
t o  s e t t l e  accounts and ye t  m a in ta in  c o n t i n u i t y  o f  c a p i t a l  a t  com p le t ion  
o f  each voyage o r  t r a d in g  v e n tu re ;  to  the  development o f  the c o rp o ra te  
form necessary  f o r  o p e ra t io n  o f  the g re a t  m a n u fa c tu r in g  e n t e r p r i s e s  
o f  the l a t e  19th  c e n tu r y ,  and t h e i r  successors  today.
I t  concluded by o f f e r i n g  a d e f i n i t i o n  o f  the term " c a p i t a l
a s s e t "  which c o in c id e s  w i t h  the d e f i n i t i o n  o f  a " t a n g i b l e  c a p i t a )
a s s e t "  In Defense Procurement C i r c u l a r  No. I I I .
F o l lo w in g  t h i s ,  the  concepts o f  " c o s t  o f  c a p i t a l "  and " c a p i t a l
asse t  c o s t "  were d iscussed and d e l i n e a t e d ,  and a d e t a i l e d  e x p lo r a t i o n
o f  the fo rm er  term and I t s  measurement were se t  beyond the l i m i t s  o f  
t h i s  d i s s e r t a t i o n .
C a p i t a l  asse t  cos t  was then viewed from the  t r a d i t i o n a l  
l i m i t a t i o n s  o f  h i s t o r i c a l  c o s t ,  and I t s  inadequacy as a va lue  
s u r ro g a te  In t imes o f  i n f l a t i o n  was h i g h l i g h t e d .
A t t e n t i o n  was then focused on the re la te d  concept o f  re p lace *  
ment c o s t  and i t s  r e l a t i v e  d e s i r a b i l i t y  as a va lue  s u r ro g a te .
F i n a l l y ,  a c o n s id e r a t io n  o f  the approach o f  a p p ra is e rs  t o  t h i s  concept 
was made in  o rd e r  t o  In t roduce  pragm at ic  e f f o r t s  a t  u t i l i s i n g  the 
concept .
64
The nex t  s e c t i o n  cons ide red  the  a l t e r n a t i v e s  o f  d e p r e c ia t i o n  
as a v a lu a t i o n  versus  an a l l o c a t i o n  p rocess ,  and conc luded r a th e r  
s w i f t l y  t h a t  the  r e a l i z a t i o n  p r i n c i p l e ,  coupled w i t h  '-he go ing 
concern and match ing p r i n c i p l e s ,  has t r a d i t i o n a l l y  p rec luded 
d e p r e c i a t i o n  as a v a l u a t i o n  p rocess .
The p ragm at ic  m o t i v a t i o n s  o f  a cho ice  between a l t e r n a t i v e  
a l l o c a t i o n  methods were then d iscussed a long w i t h  some r e la te d  
o b s e rv a t io n s  conce rn ing  the l i f o  in v e n to r y  c o s t i n g  method.
Th is  s e c t i o n  concluded by n o t in g  the  s p e c ta c u la r  d e c l in e  in 
d e p r e c ia t i o n  method changes as a r e s u l t  o f  i n t r o d u c t i o n  o f  APB 
Opin ion No. 20 and I t s  requirement o f  " j u s t i f y i n g "  a d e p r e c ia t i o n  
method change.
Along w i t h  t h i s ,  a p o t e n t i a l  t re nd  o f  Ig n o r in g  issued o p in io n s  
o r  a l t e r n a t i v e l y  a c h ie v in g  pragm at ic  d e s i re d  r e s u l t s  v ia  a l t e r a t i o n  o f  
asse t  es t im a ted  u s e fu l  l i v e s  was d iscussed ,  ar.d the c o n c lu s io n  was 
drawn th a t  the " c o n s is te n c y  by f i a t "  b rought  about by APB Opin ion 
No. 20 does l i t t l e  t o  enhance the s ta tu s  o f  the concept o f  d e p re c ia -  
t  Ion.
Next ,  a d e t a i l e d  d is c u s s io n  o f  the t rea tm en t  o f  d e p r e c ia t i o n  
under g e n e r a l l y  accepted acco un t ing  p r i n c i p l e s ,  the in t e r n a l  Revenue 
Code, and the p resen t  Armed Serv ices  Procurement R eg u la t io n  was 
pursued.
G en e ra l l y  accepted a c co u n t in g  p r i n c i p l e s  have argued f o r  
" r a t i o n a l "  and " s y s t e m a t i c "  d e p r e c ia t i o n  which " e q u i t a b l y "  d i s t r i b u t e s  
asse t  cos t  t o  expense o ve r  i t s  es t im a ted  u s e fu l  l i f e ,  but have 
i n s i s t e d  t h a t  a p a r t i c u l a r  p e r i o d ^  charge is  not a measure o f  d e c l in e
In va lu e *  p h y s ic a l  d e t e r i o r a t i o n ,  o r  in  f a c t  a n y th in g  a c t u a l l y  
o c c u r r i n g  w i t h i n  t h a t  p e r i o d .
The Income ta x  t re a tm e n t  o f  d e p r e c ia t i o n  has emphasized I t s  
" a l l o w a b i l i t y "  aspect as a tax  d e d u c t io n ,  a v o id in g  the I m p l i c a t i o n  
t h a t  any method Is  more t h e o r e t i c a l l y  a p p r o p r ia te  because o f  I t s  
a b i l i t y  to  c o r r e l a t e  p e r i o d i c  d e p r e c ia t i o n  charges w i t h  a c tu a l  
e x p i r a t i o n  f l o w  o f  s e r v i c e  p o t e n t i a l .  A p a r t i c u l a r  method Is c l e a r l y  
e i t h e r  " a l l o w e d "  o r  " n o t  a l l o w e d " ,  depending on the type o f  asset 
be ing d e p re c ia te d .
The d e te r m in a t io n  o f  es t im a ted  u s e fu l  l i f e  has p ro ba b ly  
p rov ided  most c o n t ro v e rs y  In the area o f  Income ta x  d e p r e c ia t i o n .
The p resen t  Armed Serv ices  Procurement R e g u la t io n  which has 
guided DOD d e p r e c ia t i o n  p o l i c y  in the  pas t  speaks o f  " g e n e r a l l y  
accepted  acco un t ing  p r i n c i p l e s , "  but  b a s i c a l l y  employs c o n fo rm i t y  t o  
IRS d e p r e c ia t i o n  p o l i c y  and procedure as a c r i t e r i o n  f o r  re im burse­
ment o f  c o n t r a c t o r s  f o r  c a p i t a l  asse t  use.
In summary, g e n e r a l l y  accepted accoun t ing  p r i n c i p l e s  have 
o f fe re d  p ious  emphemisms designed t o  s a lve  the a c c o u n ta n t 's  consc ience ,  
w i th o u t  much in the way o f  s p e c i f i c  gu idance.  At the  same t im e ,  In 
o rd e r  t o  avo id  s c a n d a l i z in g  the layman, c o n s is te n c y  has been 
enshr ined  as a c a r d in a l  v i r t u e  v ia  the p rom u lga t io n  o f  APB Opin ion 
No. 20.
In c o n t r a s t ,  IRS/DOD procedures have taken a p ragm at ic  stand 
by re c o g n iz in g  the a r b i t r a r y  na tu re  o f  the v a r io u s  a l l o c a t i v e  p r o ­
cesses and s p e c i f i c a l l y  p r e s c r i b i n g  " a l l o w a b i l i t y "  by asse t  type .
The l a s t  s e c t i o n  o f  t h i s  ch a p te r  t r e a te d  the new CASB 
d e p re c ia t i o n  s tandard and concluded th a t  i t s  requirement t h a t  p e r i o d ic
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d e p r e c ia t i o n  charges be a " re a s o n a b le "  measure o f  asse t  s e r v ic e  
p o t e n t i a l  e x p i r a t i o n  is  "u n re a s o n a b le " .
The q u e s t io n  o f  e s t im a te d  u s e fu l  l i v e s  o f  asse ts  aga in  pops 
up, w i t h  the Standard r e q u i r i n g  d e t a i l e d  record  keeping t o  suppor t  
l i v e s  used f o r  d e p r e c ia t i o n .
Th is  a rea ,  I b e l i e v e ,  w i l l  be the  most p r o d u c t i v e  o f  
c o n t ro v e rs y  and perhaps t h e o r e t i c a l  development in the f u t u r e  f o r  
those who are  o f  the " a l l o c a t i o n  1 s t "  p e rsu a s ion .  I t  has always been 
most p r o d u c t i v e  o f  c o n t ro v e rs y  In income tax  t re a tm e n t ;  APB Opin ion 
No. 20 h i g h l i g h t s  I t  by r e q u i r i n g  " j u s t i f i c a t i o n "  f o r  method change, 
but o n l y  d i s c lo s u r e  f o r  e s t im a te  change; and j u d g in g  by i n d u s t r y  
response t o  the new CASB d e p r e c ia t i o n  s tandard  i t  w i l l  be the  s in g le  
most c o n t r o v e r s i a l  area in  d e p r e c ia t i o n  f o r  DOD c o n t r a c t i n g .
F i n a l l y ,  the o b s e rv a t io n  should aga in  be made th a t  even i f  i t  
were t o  become t h e o r e t i c a l l y  p o s s ib le  t o  a l l o c a t e  cos ts  in a p re c is e  
manner approach ing a c tu a l  loss o f  s e r v ic e  p o t e n t i a l  In each p e r io d ,  
the whole process loses much import  when i t  is  r e a l i z e d  th a t  the 
h i s t o r i c a l  cos ts  be ing a l l o c a t e d  are themselves made i n c r e a s in g l y  
less meaningfu l  w i t h  the passage o f  t ime and changes in genera l  and 
s p e c i f i c  p r i c e  le v e ls .
CHAPTER 11 I
CURRENT RECOGNITION OF INFLATIONARY EFFECTS
In the Un i ted  S ta tes  today the re  is  much pressure  f o r  change 
In asse t  accoun t ing  to  g ive  r e c o g n i t i o n  t o  " c u r r e n t  v a lu e " .  The 
form and d i r e c t i o n  o f  t h i s  change remain h i g h l y  c o n t r o v e r s i a l ,  and 
suggested p a t te r n s  o f  r e c o g n i t i o n  o f  p r i c e  leve l  changes, such as 
the supplemental  res ta tement  in terms o f  a genera l  p r i c e  index 
recommended In APB Statement No. 3 and Accoun t ing  Research 
Study No. 6 ,  have not  been w id e ly  adopted. Th is  ch a p te r  proposes t o  
look a t  the exper iences o f  v a r io u s  groups in a t te m p t in g  t o  recogn ize 
i n f l a t i o n a r y  e f f e c t s  on asse t  a c c o u n t in g ,  and t o  examine some o f  
the fo rce s  In t h i s  c o u n t r y  which are  both a c c e le r a t i n g  the p ressure  
f o r  change and a t te m p t in g  t o  cope w i th  t h a t  change.
In l i n e  w i t h  the genera l  pragmat ic  tone o f  the  d i s s e r t a t i o n ,  
the p r a c t i c a l  exper ience  o f  f o r e ig n  c o u n t r ie s  in t h i s  area w i l l  a ls o  
be examined, and some genera l  c o n c lu s ion s  w i l l  be drawn about the 
p o s s ib le  a p p l i c a b i l i t y  o f  t h e i r  exper ience to  DOD c o n t r a c t in g  
p rocedures.  F i n a l l y ,  the genera l  concepts o f  pragmat ism, and the 
in d u c t i v e  approach t r a d i t i o n a l l y  fo l lo w e d  In deve lop ing  and 
p rom u lga t ing  accoun t ing  theo ry  w i l l  be examined in the l i g h t  o f  the 
c u r re n t  environment in the Un i ted  S ta tes .
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W hile  h i s t o r i c a l  cos t  and a l l o c a t i o n  methods o f  d e p r e c ia t i o n  
have been de r l q u e u r  in re c o g n iz in g  c a p i t a l  asse t  use f o r  DOD 
c o n t r a c t i n g ,  th e re  is some precedent f o r  a de p a r tu re  from t h a t  type 
o f  v a l u a t i o n  in two R e n e go t ia t ion  Board cases which were s u c c e s s fu l l y  
appealed t o  the Tax C ou r t .
The q u es t io n  o f  excess ive  p r o f i t  r e a l i z a t i o n  by DOD prime 
c o n t r a c t o r s  and s u b c o n t ra c to rs  gave r i s e  in World War I I  t o  the 
R en e go t ia t io n  Ac t  o f  !9*+2 and i t s  successor ,  the R e n e go t ia t ion  Ac t  
o f  1951. The R en e g o t ia t io n  Board f u n c t io n s  as an a d m in i s t r a t i v e  body 
d e a l in g  w i t h  exce ss ive  p r o f i t  re funds generated by i t s  own proceedings 
and v o lu n t a r y  c o n t r a c t o r  a c t i o n .
P r i o r  t o  J u ly  I ,  19 7 1 appeals from Board a c t i o n  were heard by 
the Tax C ou r t ,  and s ince  th a t  t ime c o n t r a c t o r s  have had the r i g h t  t o  
p e t i t i o n  the U. S. Court  o f  Claims on a de novo bas is  f o r  a f i n d i n g  
In d isagreements  w i t h  the Board.
As W r igh t  and Van Danlker p o in t  ou t  in t h e i r  a r t i c l e  e n t i t l e d  
"A ccou n t ing  C on s id e ra t io n s  In R e n e g o t ia t io n  A ppe a ls " ,  most Board 
f i l i n g s  have been reso lved by n e g o t i a t i o n  ra th e r  than s h a rp ly  de f ine d  
c o n t r o v e r s y . *  In a d d i t i o n ,  o n ly  a small  percentage o f  f i l i n g s  w i th  
the Board have tu rned  on accoun t ing  issues.  Of the 1 ,000 -p lus  cases 
appealed t o  the Tax C ou r t ,  15*+ d e c is io n s  were rendered and o n ly  iA
* Howard V, W r igh t  and Redmond P. Van D an ike r ,  M l ,  "A ccou n t ing  
C on s id e ra t io n s  In R e n e go t ia t ion  A p p e a ls , "  F in a n c ia l  E x e c u t i v e . XL,
No. 7 ( J u l y ,  1972), p. 36.
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concerned accoun t ing  I s s u e s ,2 These t*+ cases Inc luded f o u r  which 
d e a l t  w i t h  asse t  r e v a lu a t i o n ,  and w h i le  a l l  f o u r  w i l t  be cons idered  
he re ,  the  Boeing and North American cases rep re sen t  the most 
c o n t r o v e r s i a l  and have been c i t e d  most o f t e n  as precedent in l a t e r  
j u r i s p ru d e n c e .
The r e v a lu a t io n  by the Tax Court r e la te d  s t r i c t l y  t o  
I n t a n g ib le  asse ts  and would p robab ly  be more p r o p e r l y  c a l l e d  a 
" v a l u a t i o n "  o f  asse ts  r a th e r  than a " r e v a l u a t i o n " ,  s ince  i t  led t o  a 
r e c o g n i t i o n  o f  p r e v io u s ly  unrecorded asse ts  r a th e r  than a m o d i f i c a t i o n  
o f  va lues  o f  p r e v io u s ly  recorded a sse ts .
The importance o f  the cases l i e s  not in the f a c t  t h a t  they 
r e v o lu t i o n i s e d  methodology o f  DOD compensation f o r  use o f  t a n g ib le  
c a p i t a l  a s s e t s - - t h e y  d i d n ‘ t - - b u t  r a th e r  in the f a c t  th a t  they 
represented a s i g n i f i c a n t  depa r tu re  from the p r i n c i p l e  o f  h i s t o r i c a l  
c o s t .
In Boeing Company vs. R e n e go t ia t io n  Board. 37 TC 613, Boeing 
contended t h a t  I t s  p r e - t a x  net income in 1952 should not  be compared 
to  i t s  book net worth a t  t h a t  t ime f o r  d e te rm in a t io n  o f  excess 
p r o f i t s .  Boeing sa id  th a t  book net w o r th ,  based on h i s t o r i c a l  c o s t ,  
was inaccu ra te  and u n r e l i a b l e  and h a r d ly  represented " t r u e "  net  w o r th .  
In a d d i t i o n ,  the argument was put  f o r t h  t h a t  m anu fac tu r ing  "know-how" 
and des ign and e n g ine e r ing  a t t r i b u t e s  o f  the Boeing Company were not 
accounted f o r  on I t s  books.
The government countered w i th  the argument th a t  no precedent 
cou ld  be found in law o r  re g u la t io n s  f o r  va lue  im pu ta t ion  t o
2 l b i d .
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such i n t a n g ib l e  asse ts  and even ques t ioned  t h e i r  e x is te n c e  In 
Boe ing 's  case.3
The Tax Court  was not  In t im id a te d  by lack  o f  precedent and 
agreed t h a t  B oe ing 's  v a r io u s  c a te g o r ie s  o f  m a nu fa c tu r in g  "know-how" 
were indeed a v a lu a b le  asset  which shouId be added to  net book 
va lue  f o r  purposes o f  reassess ing the r e la t i o n s h i p  between ne t  Income 
and net  w o r th .  F u r th e r ,  the Tax Court endowed the  "know-how" w i th  
a va lue equal t o  t h a t  o f  a l l  the combined o th e r  as s e ts .  Next ,  the 
Court  I n c o n s i s t e n t l y  doubled the p r i o r  net worth f i g u r e  r a th e r  than 
doub l in g  the asse t  f i g u r e ,  and upon comparison w i t h  the  unad jus ted 
re tu rn  ra tes  o f  50 contemporaneous companies, pronounced Boe ing 's  
a d ju s ted  ra te  o f  r e tu rn  not  exce ss ive .
North American A v i a t i o n .  Inc .  vs .  R e n eg o t ia t ion  Board.
39 TC 207, was decided a long the same l i n e s  w i t h i n  a year  o f  the 
Boeing case. Nor th  American s u c c e s s fu l l y  argued the r a t i o n a l e  once 
again th a t  i t s  book net  worth d id  not  r e f l e c t  the t r u e  va lue  o f  
asse ts  used in the bus iness .
Once a g a in ,  the Tax Court  agreed and made an ad jus tment  to  
net worth which doubled i t s  va lu e ,  and then compared the ra te  o f  
re tu rn  c a lc u la te d  on t h i s  ad jus ted  net worth f i g u r e  to  the unad jus ted 
r e tu rn  ra tes  o f  the 50 contemporaneous companies, t h e r e a f t e r  r u l i n g  
no excess p r o f i t s  f o r  North American. The ad justment o f  ne t  worth 
was aga in  intended t o  be r e f l e c t i v e  o f  the f a c t  t h a t  m anu fac tu r ing  
"know-how" was not recorded on the books.
3 | b l d . ,  p.  33.
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O f fn e r  Products C o rp o ra t io n  vs .  R e n e g o t ia t io n  Board.
50 TC 856, was the t h i r d  case in the l i n e  o f  d e c is io n s  concern ing  
asse t  r e v a lu a t i o n  and occu rred  s i x  years  a f t e r  the  North American 
de c 's  ion .  O f fn e r  was a much s m a l le r  c o r p o r a t i o n  t o  which Or, O f fn e r ,  
an In v e n to r  and c o l l e g e  p r o fe s s o r ,  c o n t r i b u t e d  s u b s t a n t i a l  personal  
In v e n t i v e  t a l e n t s .  The f i r m ' s  ne t  wor th  was r e l a t i v e l y  low.
The Tax Court  a c t u a l l y  a p p l ie d  the d o c t r i n e  espoused in the 
Boeing Case by adding the amount o f  recorded asse ts  to  net  w o r th ,  
ins tead o f  d o u b l in g  ne t  w o r th .  Th is  re s u l te d  In a t r i p l i n g  o f  net 
w o r th ,  and again  a d e c is io n  o f  no excess ive  p r o f i t s  hav ing been earned. 
The f o u r t h  case in the l i n e  o f  d e c is io n s  in v o lv i n g  a t tem p ts  
a t  asse t  r e v a lu a t io n  was L .T .V .  Aerospace C o rp o ra t io n  vs.
R e n e g o t ia t io n  Board . 51 TC 369* Again the argument t h a t  book net 
wor th  was not  r e f l e c t i v e  o f  t r u e  net wor th  was proposed, and the 
Boeing and North American cases were c i t e d  as suppor t  In the b r i e f  
f o r  the  p e t i t i o n e r .
The Tax Court t h i s  t im e ,  however, d id  no t  f o l l o w  the 
precedent f t  se t  In the Boeing and North American cases and Instead 
ignored "unrecorded i n t a n g i b l e s "  in f a v o r  o f  i n t r o d u c in g  a new 
concept o f  " e n t r e p r e n e u r i a l  p r o f i t " . * *  In essence the new concept 
recognized th a t  a d i s p a r i t y  between v a r io u s  c o n t r a c t o r s  In the 
r e l a t i v e  percentages o f  government s up p l ied  c a p i t a l  v i s - a - v i s  
contractor  c a p i t a l  should g ive  r i s e  to  d i f f e r e n t  a l l o w a b le  ra tes  o f  
r e tu r n .
* * l b i d . , p .  AO.
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The Court  argued t h a t  a c o n t r a c t o r  us in g  government s u p p l ie d  
c a p i t a l  Is  no t  n e c e s s a r i l y  e n t i t l e d  t o  a s m a l le r  ra te  o f  r e tu r n  on 
I t s  own net w o r th .  A c c o r d in g ly ,  " e n t r e p r e n e u r i a l  p r o f i t "  should be 
based on t o t a l  c a p i t a l  employed, re ga rd less  o f  ownersh ip ;  and, 
co n v e rs e ly ,  c o n t r a c t o r s  should be e n t i t l e d  t o  a h ig h e r  ra te  o f  r e tu rn  
on d i s p r o p o r t i o n a t e l y  low ne t  w o r th .
Instead o f  Inc re a s in g  net  wor th  a r b i t r a r i l y  as had been done 
In the  Boeing and North American cases,  i t  a d ju s te d  a l l o w a b le  ra tes  
o f  r e t u r n .  In d e p a r t in g  from the "un reco rded  i n t a n g i b l e s "  p rocedure ,  
the Tax Court a p p a r e n t ly  recogn ized the  idea t h a t ,  as W r igh t  and 
Van Dan lke r  s t a t e ,  " t h e r e  i s  no e f f e c t i v e  way o f  d e te rm in in g  the 
va lue  o f  i n t a n g i b l e s . " ^
The d e v ia t i o n  from precedent then was no t  a p p a re n t ly  r e la te d  
t o  a d e s i re  t o  re tu rn  to  h i s t o r i c a l  c o s t ,  but more to  the p e c u l i a r  
n a tu re  o f  I n t a n g ib le  asset  v a lu a t i o n  problems. Th is  would not seem 
t o  bar the use o f  c u r r e n t  asse t  v a lu e s ,  assuming o b j e c t i v i t y  in 
v a lu a t i o n  methods cou ld  be demonstrated.
To summarize, t h i s  s e c t io n  d iscussed a l i n e  o f  cases decided 
on appeal from the R e n e go t ia t ion  Board to  the Tax Court  which d e a l t  
w i t h  the concept o f  asset  v a lu a t i o n  in o rd e r  t o  render d e c is io n s  on 
excess ive  p r o f i t  r e a l i z a t i o n .
In the Boeing and North  American cases the Tax Court  Imputed 
a va lue  to  m anu fac tu r ing  "know-how*1 equal to  the  book va lue  o f  a l l  
o th e r  combined a s s e ts ,  but i n e x p l i c a b l y  doubled net  wor th  r a th e r  than 
asse t  book va lu e ,  and pronounced the r e s u l t a n t  r a te  o f  r e tu rn  on t h i s
® Ib id .
73
a d ju s te d  ne t  w or th  as not e x c e s s iv e ,  when compared t o  the unad jus ted  
r e tu r n  ra te s  o f  50 contemporaneous companies.
The O f fn e r  case a l low ed  the e x is te n c e  o f  the same type  o f  
i n t a n g i b l e ,  bu t  added the book va lu e  o f  the  asse ts  t o  net w o r th ,  
r e s u l t i n g  in a t r i p l i n g  o f  ne t  w o r th .  Once aga in  a c o n c lu s io n  o f  
p r o f i t s  no t  be ing excess ive  was reached.
The l a s t  case In the d e c is io n  l i n e  ignored the p r i o r  
arguments f o r  r e c o g n i t i o n  o f  unrecorded i n t a n g ib l e s ,  and ins tead 
in t roduced  a d o c t r i n e  o f  " e n t r e p r e n e u r i a l  p r o f i t "  which a l lowed an 
ad jus tm ent  o f  a l lo w a b le  ra tes  o f  r e tu r n  where net  wor th  o f  a con­
t r a c t o r  was d i s p r o p o r t i o n a t e l y  low due t o  use o f  government c a p i t a l .
A p p a re n t l y ,  th e re  has been no r e f u t a t i o n  o f  the concept o f  
a l l o w in g  d e v ia t i o n  from h i s t o r i c a l  c o s t ,  bu t  r a th e r  a t r a n s i t i o n  to  
the concept  o f  a l l o w in g  ra te  o f  r e tu r n  to  be based, a t  le a s t  
p a r t i a l l y ,  on the I n c lu s io n  o f  o t h e r  than con t rac to r -ow ned  c a p i t a l  
a s s e ts .
Recent c i t i n g s  o f  the Boeing and North American cases In 
t ra d e  J o u rn a ls  r e l a t i v e  to  d e v ia t i o n  from h i s t o r i c a l  cos t  In c a p i t a l  
asse t  compensation, and the f a c t  t h a t  the Cost Accoun t ing  Standards 
Board has requested in te re s te d  p a r t i e s  t o  f u r n i s h  i t  w i th  re p o r ts  o f  
competent research concern ing  c u r r e n t  va lue a cco un t in g ,  seem to  
i n d ic a t e  t h a t  these cases may have been the p recu rso rs  o f  processes 
in the f u t u r e  which w i l l  embrace d e v ia t i o n  from h i s t o r i c a l  cos t  In 
c a p i t a l  asset  compensat ion .^
^Federa l  C o n t rac ts  R e p o r te r . No. 531, May 20, 197*+, 
(Washington: The Bureau o f  N a t io n a l  A f f a i r s ,  I n c . ) ,  p.  A-4.
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INTERNAL REVENUE SERVICE, SECURITIES AND 
EXCHANGE COMMISSION, AND LEGAL 
RECOGNITION OF CURRENT VALUE
W hi le  the  I n t e r n a l  Revenue Code has c o n s i s t e n t l y  i n s i s te d  on 
c os t  as a bas is  f o r  d e p r e c ia t i o n  o f  a purchased a s s e t ,  I t  has requ i re d  
asse t  v a lu a t io n s  In terms o f  " f a i r  market va lu e 11 In o th e r  cases.
The general  te n o r  o f  the code Is to  use the  term Mf a l r  market 
v a lu e "  r a th e r  g l i b l y  a lmost  as though I t  Is  a term so u n i v e r s a l l y  w e l l  
d e f in e d  and consequent ly  so w e l l  understood t h a t  i t  does not r e q u i re  
d e f i n i t i o n  In the code I t s e l f .  Thus Sec t ion  IO lL (a )  s ta te s  t h a t  
. . the bas is  o f  p r o p e r t y  In the  hands o f  a person a c q u i r i n g  the 
p r o p e r t y  from a decedent o r  t o  whom the p r o p e r t y  passed from a 
decedent s h a l l  . . .  be the fa  I r  market va lue  o f  the  p r o p e r t y  a t  the 
da te  o f  the deceden t 's  death  . . A l though S e c t io n  101*+ c o n ta in s
leng thy  language q u a l i f y i n g  v a r io u s  o th e r  aspects  o f  bas ts  de te rm ina ­
t i o n  In the  case o f  p r o p e r t y  acqu i red  from a decedent,  i t  nowhere 
c on ta ins  any language e la b o r a t i n g  the meaning o f  the term " f a i r  
market v a l u e . "
R egu la t ion  t .  I0 l*+-3(a)  d e f in e s  " f a i r  market  v a lu e "  In t h i s  
ins tance as " t h e  va lue o f  p r o p e r t y  as o f  the da te  o f  the deceden t 's  
death as appra ised  f o r  the purpose o f  Federal e s ta te  tax  o r  the 
a l t e r n a t e  va lue  as appra ised  f o r  such purpose,  wh ichever  is  
a p p l i c a b l e . "  In the absence o f  a requirement t o  f i l e  a Federal
^ In te rn a l  Revenue Code o f  195*+. op. c l t . ,  pp. 25, 338.23.
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e s ta te  ta x  r e t u r n ,  " f a i r  market v a lu e "  Is the  appra ised  va lue  f o r  
s t a t e  In h e r i ta n c e  o r  t ra n s m is s io n  taxes.®
Once aga in  no en l igh tenm en t  on how " v a lu e "  Is e s ta b l i s h e d  is  
g iven  o th e r  than by ro te  re fe rence  to  a f i g u r e  determined In ano ther  
lega l  process.
S ec t ion  1015(a) d e a l in g  w i t h  bas is  o f  p ro p e r ty  acqu i re d  by
g i f t s  and t r a n s f e r s  In t r u s t  con t in ue s  " .  . . except  t h a t  I f  such
basts  . . .  i s  g r e a te r  than the fa  I r  market va lue  o f  the p r o p e r t y  a t
the t ime o f  the g i f t ,  then f o r  the purpose o f  d e te rm in in g  loss the
bas is  s h a l l  be such f a i r  market  v a lu e . "  A ga in ,  the remain ing language
o f  the s e c t io n  sheds no l i g h t  on the development o f  the concept " f a i r  
q
market v a l u e " . 17
R eg u la t io n  l . lO I 5 ~ 1 ( e )  d e f in e s  " f a i r  market  v a lu e "  in t h i s  
s e c t io n  as " t h e  va lue  o f  p r o p e r t y  as appra ised  f o r  the purpose o f  the 
Federal g i f t  t a x . "  In the a l t e r n a t i v e ,  i f  Federal g i f t  t a x  Is not 
a p p l i c a b le  the va lue  as approved f o r  a S ta te  g i f t  tax  is  deemed " f a i r  
market  v a l u e " . ^  As In R egu la t ion  1.1014, " f a i r  market v a lu e "  is  
determined by re fe rence  t o  the r e s u l t  o f  an a p p ra is a l  f o r  a d i f f e r e n t  
purpose.
S ec t ion  2031(a) o f  the Code which dea ls  w i t h  va lue  de te rm ina ­
t i o n  f o r  Federal e s ta te  ta x  purposes does not use the term " f a i r
^Federa l  R egu la t ions  Income Tax W l th n o ld ln g  Procedure .
June I , 1974 e d . ,  (Englewood C l i f f s ,  New J e r s e y : P r e n t i c e - H a l 1,
I n c . ,  197*0* PP* 24, 003.
^ I n t e r n a l  Revenue Code o f  1954. op. c i t . ,  pp. 25, 338.24.
* ^Federal  R egu la t ions  Income Tax W i th h o ld in g  Procedure , 
op . c 11. ,  pp. 2**, 013.
76
market  va lu e 11 but mere ly  s ta te s  the " v a lu e 11 o f  the gross e s ta te  w i l l  
Inc lu d e  e l l  p r o p e r t y  o f  decedent re ga rd less  o f  na tu re  o r  l o c a t i o n .
S e c t io n  2031(b) does s ta t e  t h a t  where th e re  has been an
absence o f  sa les  o f  u n l i s t e d  s to c k  and s e c u r i t ! e s f the va lue  o f  s tock
o f  l i s t e d  c o r p o r a t io n s  in the same o r  s i m i l a r  bus iness must be
cons idered  In any va lu e  d e te rm in a t io n  on the u n l i s t e d  s to c k  o r  
11s e c u r i t i e s .
IRC Code S ec t ion  2512 e n t i t l e d  " V a lu a t i o n  o f  G i f t s "  s ta te s  
" I f  the g i f t  Is made In p r o p e r t y ,  the va lue  t h e r e o f  a t  the date o f  
the g i f t  s h a l l  be cons idered  the  amount o f  the g i f t . " ' 2 Aga in ,
" v a lu e "  i s  no t  e la bo ra te d  on.
R egu la t ion  25.2512-1 e n l ig h te n s  thus :
The va lue  o f  the  p r o p e r t y  Is  the  p r i c e  a t  which such p r o p e r t y  
would change hands between a w i l l i n g  buyer and a w i l l i n g  
s e l l e r ,  n e i t h e r  be ing under any compuls ion t o  buy o r  s e l l ,  and 
both hav ing  reasonable knowledge o f  r e le v a n t  f a c t s .  The va lue  
o f  a p a r t i c u l a r  k ind  o f  p ro p e r t y  Is not the  p r i c e  t h a t  a 
fo rced  sa le  o f  the p ro p e r t y  would produce.  Nor Is the f a i r  
market  va lue  o f  an i tem o f  p r o p e r t y  the sa le  p r i c e  in a 
market  o th e r  than t h a t  In which such Item is  most commonly 
so ld  to  the  p u b l i c ,  t a k in g  In t o  account the lo c a t io n  o f  the 
Item wherever a p p r o p r i a t e . '3
In genera l  terms t h i s  paragraph p robab ly  goes f a r t h e r  in d e l i n e a t i n g
what f a i r  market va lue  Is and Is not than any o f  the o t h e r  Code o r
R eg u la t io n  s e c t io n s .
Obv ious ly  then ,  the a p p l i c a t i o n  o f  the concept has been 
l a r g e l y  a process o f  j u d i c i a l  r a th e r  than l e g i s l a t i v e  d e f i n i t i o n .
" i n t e r n a l  Revenue Code o f  195*+. op. c i t . ,  pp. 25, ^05.
I 2 l b l d . ,  pp. 25, 432.
^ F e d e r a l  Tax S e r v i c e . October 9, 197**, (Englewood C l i f f s ,
New Jersey:  ' r e n t I c e - H a l I , I n c . ,  197^), pp. 125, 078.
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Among the  fa c to r s  which have been cons ide red  In d e te rm in in g  " f a i r  
market v a lu e "  by the  c o u r ts  have been c o s t ,  book v a lu e ,  a c tu a l  sa les  
p r ic e s  o f  s im i l a r  p r o p e r ty ,  b id  and asked p r ic e s ,  e a rn in g s  p o t e n t i a l ,  
a p p r a is a l ,  and e x p e r t  te s t im o n y .
In Grace N. W i l l ia m s  E s t .  vs . Comm.. 256 F2d 217, the  Tax 
C ourt d e f in e d  " f a i r  m arket v a lu e "  as the " p r i c e  a t  which a w i l l i n g  
buyer and a w i l l i n g  s e l l e r  would a r r i v e ,  a f t e r  n e g o t ia t io n  f o r  s a le ,  
where n e i th e r  Is a c t in g  under co m p u ls io n ."  T h is  d e f i n i t i o n ,  which Is 
u s u a l ly  c i t e d  as a le a d in g  a u t h o r i t y  In ta x  cases In v o lv in g  th e  term 
" f a i r  market v a lu e "  s u b s t i tu te s  " a f t e r  n e g o t ia t io n  f o r  s a le "  f o r  
"b o th  hav ing  reasonable  knowledge o f  the f a c t s . "  Thus the  Court 
s u b s t i tu te s  the much more e a s i l y  obse rvab le  process o f  n e g o t ia t io n  
f o r  the  e lu s iv e  " re a so n a b le  knowledge o f  f a c t s . "
The case, which d e a l t  w i th  the  v a lu a t io n  o f  a grow ing crop 
o f  hops, a ls o  re bu ts  the presum ption  th a t  f a i r  m arket va lu e  may no t 
be le ss  than co s t o f  p ro d u c t io n  and e s ta b l is h e s  the  p r in c i p l e  th a t  a 
t r i e r  o f  f a c t  Is  no t bound by e x p e r t  o p in io n  and may d is re g a rd  i t  
a l to g e th e r  in  I t s  d e c is io n .  However, I f  i t s  d is re g a rd  was a r b i t r a r y  
and c a p r ic io u s  the a p p e la te  c o u r t  has a r i g h t  t o  re ve rse .
In o v e r r u l in g  e x p e r t  te s t im o n y ,  I t  p o in te d  out th a t  judges are 
o f te n  c a l le d  upon to  make d e c is io n s  about c o n te s ts  In h ig h ly  
te c h n ic a l  f i e l d s  about which they  possess no knowledge o r  exp e r ie n ce .
The ease w i th  which judges s l i p  In to  t h i s  s o r t  o f  r o le  was 
mentioned p r e v io u s ly  In the  d is c u s s io n  o f  R e n e g o t ia t io n  Board cases 
In v o lv in g  asse t v a lu a t io n .  I b e l ie v e  the  j u d i c i a r y  a p p re c ia t io n  o f  
d i f f e r e n t  concepts o f  asse t v a lu a t io n  (o r  la ck  o f  I t )  w i l l  be an
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e x tre m e ly  Im p o rta n t f a c t o r  In any s o r t  o f  c a p i t a l  asse t use re v a lu a ­
t i o n  system adopted by DOD In  compensating I t s  c o n t ra c to r s .
In Lorenzo A lv a rv  vs . The U n ite d  S ta te s . 302 F2d 790, the 
C ourt p o in te d  ou t t h a t  a d i f f e r e n c e  e x is t s  between va lu e  and 
l i q u i d i t y ,  and the  la c k  o f  p re se n t buyers does n o t make " f a i r  market 
v a lu e "  equal ze ro .
Recent sa le s  o f  s im i l a r  p ro p e r ty  are  used as f a i r  market 
va lu e  ev idence but n e i th e r  sa le s  no r c o s t  re p re sen t an e x c lu s iv e  
t e s t .
The IRS concept o f  " f a i r  m arket v a lu e "  is  based on what 
buyer end s e l l e r  m igh t reasonab ly  have expected . A c c o rd in g ly ,  
re t r o s p e c t iv e  a p p ra is a ls  are  no t g iven  much w e ig h t .
Replacement co s t Is  no t looked to  by the c o u r ts  in  most 
a p p ra is a ls  un less  I t  approx im ates " f a i r  market v a lu e "  a t  about the  
same d a te .
The exper ience  o f  the  In te rn a l  Revenue S erv ice  in  d e f in in g  
and I n t e r p r e t in g  the concept o f  " f a i r  market v a lu e "  would appear to  
o f f e r  l i t t l e  In the way o f  p r a c t i c a l  guidance In the  development o f  a 
system o f  adequate compensation to  DOD c o n t ra c to rs  f o r  use o f  t h e i r  
c a p i t a l  a s s e ts .
The IRS concept o f  " f a i r  market va lu e "  does no t appear to  
be a w e l l  d e f in e d  concept which cou ld  be a p p l ie d  w i th  any degree o f  
e q u i t y  o r  c o n s is te n c y  t o  the  la rg e  groups o f  d iv e rs e  asse ts  owned by 
c o n t r a c to r s .  Looking once aga in  to  the  Tax Comm issioner's  re c o g n i t io n  
o f  c u r re n t  va lue  In o rd e r  to  compensate c o n t ra c to rs  a p p a re n t ly  would 
be even less  s a t i s f a c t o r y  than u t i l i z i n g  h is  d e p re c ia t io n  methods 
has been.
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The S e c u r i t ie s  and Exchange Commission, c re a te d  by Congress 
in  193** as an independent re g u la to ry  agency o f  the  U n ite d  S ta te s  
Government, pe rfo rm s a c r i t i c a l  q u a s f - j u d i c l a l  r o le  in  c o n t r o l l i n g  
the  t r a d in g  and d i s t r i b u t i o n  o f  s e c u r i t i e s .
P r io r  t o  I t s  in c e p t io n  th e re  was s t ro n g  sen t im en t in  Congress 
f o r  c r e a t io n  o f  a corps o f  government a u d i to r s  to  re v ie w  re q u ire d  
f i n a n c ia l  s ta te m e n ts .  The a cco u n t in g  p ro fe s s io n  was a b le  t o  conv ince  
Congress th a t  Independent c e r t i f i c a t i o n  would be much th e  p r e fe ra b le  
co u rse , and the  1933 S e c u r i t ie s  A c t gave the SEC a u t h o r i t y  to  re q u ire  
c e r t i f i c a t i o n ,  which i t  has e x e rc is e d .  Thus, the  tone was se t f o r  
what can u s u a l ly  be d e sc r ib e d  as a "w o rk in g  p a r tn e r s h ip "  In d e ve lop *  
ment o f  a cco u n t in g  p r in c i p l e s ,  w i th  th e  SEC ta k in g  a g e n e ra l ly  
pass ive  r o le  o f  re v ie w e r o f  new p r i n c i p l e  p ro p o s a ls ,  and on occas ion  
s t r i k i n g  down proposed new d i r e c t io n s  o f  change In accoun t ing  
p r in c ip le s .
A number o f  recen t events  have g ive n  In d ic a t io n  th a t  the 
t r a d i t i o n a l  pass ive  ro te  o f  the  SEC may be metamorphosing in to  a 
much more a c t iv e  one.
The p o s tu re  o f  the  SEC on v a lu in g  the  use o f  c a p ! ta I - a s s e ts  
has p a r t i c u l a r  re levance t o  th e  Department o f  Defense because most 
DOD c o n t ra c to rs  f a l l  I n to  the  ca te g o ry  o f  f i rm s  re g u la te d  by the  SEC. 
C onsequently , any a u t h o r i t a t i v e  pronouncements o f  the  SEC in  t h i s  
area would mandate a d d i t io n a l  a t t e n t io n  to  any re v a lu a t io n  methods 
recommended. T h is  would o b v io u s ly  b rea th e  new l i f e  In to  methods 
though t d e s i ra b le  p r e v io u s ly ,  bu t no t embraced because o f  a d m in is ­
t r a t i v e  co s ts  which cou ld  n o t be j u s t i f i e d  In  th e  l i g h t  o f  method 
a i lo w a b l1) t y .
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The t r a d i t i o n a l  p o s tu re  o f  th e  SEC has p a r a l le le d  th a t  o f  the  
AICPA In  f o l lo w in g  th e  " g e n e r a l ly  accepted a cco u n t in g  p r i n c i p l e "  o f  
c a p i t a l  asse ts  be ing va lued a t  h i s t o r i c a l  c o s t  and a l lo w in g  re p o r te d  
d e p re c ia t io n  o n ly  on th a t  b a s is .
A s e r io u s  a t te m p t t o  d e v ia te  from th a t  p r in c i p l e  was made In 
19*+7 when the  U n ite d  S ta te s  S te e l C o rp o ra t io n  based I t s  annual 
d e p re c ia t io n  on e s t im a te d  p la n t  rep lacem ent c o s t .
E. I .  DuPont de Nemours and Company In  th e  same yea r charged 
o f f  a p o r t io n  o f  a new p la n t  c o s t  deemed e xce ss ive  due to  h ig h  p re -  
v a i 1Ing c o s ts .
C h ry s le r  C o rp o ra t io n  a t  the  same t im e  adopted what came to  
be known as the "C h r y s le r  F o rm u la ", b a s ic a l l y  a method o f  a c c e le ra te d  
d e p re c ia t io n  geared t o  the  Idea o f  j u s t i f i c a t i o n  o f  h ig h  c a p i t a l  asse t 
co s ts  o n ly  because o f  e x c e p t io n a l  Immediate m arket p o s s (b i t  I t t e s .
The a tte m p ts  by U* S. S tee l and DuPont a t  a d ju s t in g  the  va lu e  
o f  c a p i t a l  asse t use were ra th e r  sum m arily  s t ru c k  down by the SEC 
which c i t e d  n o n c o n fo rm ity  to  " g e n e r a l ly  accepted a cco u n t in g  p r i n c i p l e s "  
as r a t io n a le .  The "C h r y s le r  Formula" was l e t  to  s tand  and became a 
p re c u rs o r  o f  accepted a c c e le ra te d  methods o f  d e p r e c i a t i o n . ^
Subsequent to  t h i s ,  the  SEC In  1952 and I 95I4 aga in  r e i t e r a te d  
I t s  requ irem ent f o r  adherence to  h i s t o r i c a l  c o s t  In  re p o r ts  f i l e d  
w i th  I t . '5
'^Edward B. W ilc o x ,  " P r ic e  F lu c tu a t io n s , "  Modern A ccoun ting  
Theory , ed . Morton Backer (Englewood C l i f f s ,  New Je rsey : P re n t ic e -
H a l l ,  I n c . ,  1966), p . 325.
*5 |8  SEC Annual R ep o rt,  82; 20 SEC Annual R eport,  107.
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A fo rm a l a p p l i c a t io n  t o  adopt a requ irem en t f o r  "eco no m ic "  
d e p r e c ia t io n 's  d is c lo s u re  In  the  accounts o r  by a l t e r n a t i v e  
d is c lo s u r e  was a ls o  denied by the  SEC.**’
The Iow a-111 Ino ls  Gas and E le c t r i c  Company f i l e d  I t s  1958 
s ta tem en ts  In which I t  charged o p e ra t in g  expenses f o r  d e p re c ia t io n  
based on f a i r  va lu e  o f  p ro p e r ty  used to  serve customers In  d i s t r i c t s  
where t h a t  f a i r  va lu e  basts had been a l low e d  In s e t t in g  ra te  charges 
to  custom ers.
Th is  company a ls o  c r e d i te d  t o  a c a p i t a l  account m a in ta in e d  f o r  
re co ve ry  o f  f a i r  va lu e  d e p re c ia t io n  the  amount o f  $196,000. Th is  
amount was c a lc u la te d  by ta k in g  $420,000, the  e x t r a  revenue a l low e d  
to  re cove r f a i r  va lu e  d e p re c ia t io n  by ra te  s e t t in g  bo d ies , and 
s u b t ra c t in g  re la te d  e s t im a te d  Income ta x  o f  $222,000.
S ubsequen tly , the  company f i l e d  an amended s ta tem ent In  which 
I t  re v e r te d  back to  h i s t o r i c a l  co s t d e p re c ia t io n  and showed the ne t 
f a i r  va lu e  d e p re c ia t io n  o f  $198,000 a f t e r  the amount des igna ted  
"N e t Income".
A note to  the  f i n a n c ia l  s ta tem en ts  e x p la in e d  t h a t  management 
b e l ie v e d  the  p r o v is io n  f o r  f a i r  va lu e  d e p re c ia t io n  should  be r e f le c te d  
as an o p e ra t in g  expense deducted b e fo re  a r r i v i n g  a t  o p e ra t in g  Income, 
and s ta te d  f u r t h e r  "However, the company Is  Informed th a t  much t r e a t ­
ment w i l l  no t be acce p ta b le  to  the S e c u r i t ie s  and Exchange Commission." *7
'^ L o u ls  H. Rappaport, SEC A ccoun ting  P ra c t ic e  and P rocedure .
(New York: The Ronald Press Company, 1972), pp. 3"32.
*7News F ea tu re , " P r ic e  Level D e p re c ia t io n  In Annual S ta te m e n ts ,"
The Jou rna l o f  A ccoun tancy. 108, No. 3 (September, 1959)» p . 16.
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A y s h lre  C o l l i e r i e s  C o rp o ra t io n  f i l e d  I t s  form 10-K f o r  the  
yea r end ing  June 30, 1958 In  which I t  made a p r o v is io n  f o r  p r ic e  
le v e l  d e p re c ia t io n  o f  $195,*+29 a f t e r  Net Income but p r i o r  to  
a d d i t io n  o f  " E q u i t y  In  U n d is t r ib u te d  Net Incane o f  A f f i l i a t e d  
Companies", to  a r r i v e  a t  a f i n a l  f i g u r e  la b e le d  "N e t E a rn ings ,
In c lu d in g  E q u i ty  In  U n d is t r ib u te d  Net Income o f  A f f i l i a t e d  Companies."
A no te  to  the  f i n a n c ia l  s ta tem ent e x p la in e d  th a t :
P r ic e  le v e l  d e p re c ia t io n  re p re se n ts  the  excess o f  d e p re c ia ­
t i o n  c o s t  measured by th e  c u r re n t  pu rchas ing  power o f  the  
d o l l a r  ove r d e p re c ia t io n  c o s t  measured by the pu rcha s ing  power 
o f  the  d o l l a r  a t  da tes o f  a c q u is i t i o n  o r  c o n s t ru c t io n  o f  the  
companies' d e p re c ia b le  p ro p e r ty .
An amended s ta tem ent l a t e r  f i l e d  l i s t e d  "N e t Income" 
fo l lo w e d  by a d e d u c t io n  o f  $195,*+29, lab e led  " A p p r o p r ia t io n  f o r  
P r ic e  Level D e p re c ia t io n "  t o  a r r i v e  a t  "B a lance  o f  Net Income 
T ra n s fe r re d  to  Earned S u rp lu s . "
The re v ise d  no te  to  the f i n a n c ia l  s ta tem ent read:
The company b e l ie v e s  such a p p ro p r ia t io n s  o f  ne t Income 
should be deducted b e fo re  a r r i v i n g  a t  n e t income f o r  the  
y e a r ,  bu t Is Informed th a t  such t re a tm e n t is  no t in  
accordance w i th  g e n e r a l ly  accepted a cco u n t in g  p r in c ip le s  and 
w i l l  no t be accepted by the S e c u r i t ie s  and Exchange 
CammlssIon.1®
Thus in  the  case o f  d e p re c ia t io n  computed on asse ts  reva lued  
both by replacement c o s t  and genera l Index pu rcha s ing  power concep ts , 
the  SEC had fo rc e d  a re tu rn  to  h i s t o r i c a l  c o s t In  o rd e r  to  s ta y  
w i t h in  th e  bounds o f  " g e n e r a l l y  accepted a cco u n t in g  p r i n c i p l e s . "
Accoun ting  Research Study No. 6 and I t s  o f f s p r in g  APB 
Statement No. 3 , which reconwnended supplem entary genera l p r ic e  le v e l
l 8 l b l d . ,  p . 18.
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a d ju s te d  s ta te m e n ts ,  have found l i t t l e  fa v o r  w i th  the  a cco u n t in g  
p r o fe s s io n ,  and have genera ted  l i t t l e  en thus iasm  on th e  p a r t  o f  the  
SEC.
As e a r l y  as December, 1969, a few months a f t e r  the  Issue o f  
APB Statement No. 3 , S idney Davidson noted the o rg a n l2ed o p p o s i t io n  
to  the concept o f  p r ic e  le v e l ad jus tm e n t by re g u la to ry  and ta x in g  
a u t h o r i t i e s ,  due to  the  r e s t r u c t u r in g  o f  e la b o ra te  a d m in is t r a t i v e  
procedures based on h i s t o r i c a l  c o s t ,  and the p r o b a b i l i t y  o f  increased 
u t i l i t y  ra te s  and d e c l in in g  ta x  revenues which would be c re a te d  by 
p r ic e  le v e l  a d ju s tm e n ts .
He saw in t ra n s ig e n c e  In t h i s  area un less  I n f l a t i o n  were to  
reach a ra te  o f ,  say 6% per year f o r  se ve ra l y e a r s . ^  U n fo r tu n a te ly ,  
th a t  c o n d i t io n  has become fa c t  and a c c o rd in g ly  the  SEC has responded.
The response, however, has no t been in  the d i r e c t i o n  o f  
embracing genera l p r ic e  le v e l a d ju s te d  va lues  f o r  c a p i t a l  a s s e ts .
A ccoun ting  S e r ie s  Release No. 151. issued January 3 , 197*+, 
noted t h a t  1973's ra te  o f  I n f l a t i o n  had " s i g n i f i c a n t l y  reduced" the 
u t i l i t y  o f  the  " t r a d i t i o n a l  accoun t ing  measurement model based upon 
h i s t o r i c a l  c o s t . 11 A c c o rd in g ly ,  I t  d is c lo s e d  th a t  In O ctober, 1973, 
a change t o  R e g u la t io n  S-X had been proposed r e q u i r in g  a l l  r e g is t r a n t s  
to  In d ic a te  " th e  e f f e c t  on ne t Income, i f  s i g n i f i c a n t ,  o f  us ing  
c u r re n t  replacement c o s t ( f o r  v a lu in g  in v e n to r ie s )  In  the  com puta tion  
o f  co s t o f  s a le s . "
'^S id n e y  Davidson, "A cco u n t in g  and F in a n c ia l  R e p o r t in g  In 
the S e v e n t ie s , "  The Jo u rn a l o f  A ccoun tancy . 128, No. 6 (December, 
1969), p . 33.
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N otin g  d i f f i c u l t y  o f  Imp lementa t ion*  the  SEC decided not to  
make d is c lo s u re  mandatory f o r  1973 s ta tements  but urged a f f e c t e d  
e n t i t i e s  to  v o l u n t a r i l y  d i s c lo s e  the e x te n t  to  which re p o r te d  
e a rn in g s  a re  comprised o f  p o t e n t i a l l y  un repea tab le  and u s u a l l y  
unsegregated in v e n to r y  p r o f i t s  . . . p r i o r  to  the ad o p t io n  o f  f i n a l  
requ irem ents  by the  Commission."  D is c lo s u re  cou ld  be made in the 
f i n a n c ia l  s ta te m e n ts , notes o r  t e x t u a l  m a t e r i a l .
F u r th e r  the Release s ta te d  th a t  w h i le  c o n t i n u in g  o r  
a c c e le ra t in g  p r ic e  le v e l  changes might r e q u i re  a fundamental change 
in  the ba s ic  acco un t in g  measurement model,  sugges t ion  o f  such a 
change seemed premature a t  t h a t  t im e ,  and at  any ra te  both the FASB 
and the  SEC would have t o  g ive  c a r e fu l  c o n s id e r a t i o n  to  e f f e c t s  o f
O fi
such a m a jo r s tep p r i o r  t o  i t s  im p lem en ta t ion .
Homer K r ip k e ,  in  a 1970 a r t i c l e ,  s a id :
" I n  e f f e c t  the SEC has made i t  an e x e rc is e  in f u t i l i t y  f o r
p r a c t i c in g  accoun tan ts  o r  anyone e ls e  to  argue f o r  r e v is io n
o f  v a lu a t io n  methods in balance sheets o r  income sta tements . . . 
o n ly  the SEC cou ld  p rov ide  the m o t i v a t i o n  th a t  m igh t  iead to  a 
bas ic  re c o n s id e ra t io n  o f  the s t r u c t u r e  o f  a ccoun t in g  and 
perhaps move us to  a va lue s y s t e m . 21
Evidence t h a t  perhaps the t ime had come f o r  the SEC to  p rov id e  
th a t  m o t iv a t io n  sur faced in an address by John C. Burton,  C h ie f  
Accountan t o f  the SEC at  the U n i v e r s i t y  o f  C a l i f o r n i a ' s  (B e rke ly )  
A ccoun ting  Day, May j t ) ,  I 9 7 ^ . 2^ de made i t  p l a i n  th a t  a mere
70News R e p o r t ,  " I n f l a t i o n  Im p a i rs  Value o f  T r a d i t i o n a l  
A c c o u n t in g ,"  The Jo u rn a l  o f  A c c o u n ta n c y , 1J 7 , Mo. 2 (F e b ru a ry ,  197M, 
p. 16.
2 }Homer K r i p k e ,  "The SEC, the A c c o u n ta n t s ,  Some Myths anu Sane 
R e a l i t i e s . "  New York U n i v e r s i t y  Law R ev iew , December, I j  7 Ci, pp. 1189,
1191.
22John C. B u r ton ,  " F in a n c ia l  Repor t ing  in  an Age o f  I n f l a t i o n , "  
The Jou rna l o f  Accoun tancy , 139, Mo. 2 (February ,  Iv75 ) ,  pp. 68-71.
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requ irem en t f o r  mandatory supplem enta l genera l p r ic e  le v e l  a d ju s te d  
s ta tem ents  would be to o  na rro w , and " e l im in a te s  c o n s id e r a t io n  o f  many 
re le v a n t  a l t e r n a t i v e  means o f  d e a l in g  w i th  i n f l a t i o n  In f i n a n c ia l  
re p o r t  In g . "
P o in t in g  o u t  th a t  I f  revenues a re  measured by c u r re n t  market 
phenomenon, " c o s ts  must be s i m i l a r l y  based i f  the  m a tch ing  process 
Is  to  produce a m ean ing fu l measure o f  r e s u l t s . "  T h is  seems to  argue 
s t r o n g ly  f o r  a measurement system u s in g  c u r re n t  economic c o s ts . Under 
such an approach, expenses would be based on th e  c u r re n t  c o s t  o f  
replacem ent o f  the  p a r t i c u l a r  a sse ts  so ld  o r  used (emphasis s u p p l ie d ) .
Mr. Burton expressed the v iew  th a t  d i f f i c u l t i e s  o f  d e te rm in a ­
t io n  o f  c u r re n t  replacem ent c o s ts  had been o v e re s t im a te d  and c i t e d  
the  su cce ss fu l e xp e r ie n ce  o f  the  P h i l i p s  Company (d iscussed  in  a 
l a t e r  s e c t io n  o f  t h i s  c h a p te r)  as su p p o rt f o r  h is  v iew .
He a ls o  h ig h l ig h te d  th e  d e te rm in a t io n  o f  economic l i f e  o f  an 
a sse t as be ing a much more fo rm id a b le  problem (a c o n c lu s io n  reached 
In th e  d is c u s s io n  o f  d e p re c ia t io n  In Chapter I I  o f  t h i s  d i s s e r t a t i o n ) .
F u r th e r ,  he went on t o  p o in t  o u t th a t  "d a ta  produced by a 
genera l p r ic e  le v e l ad jus tm en t system may be a f f i r m a t i v e l y  m is le a d in g  
ra th e r  than h e lp fu l  to  the  users o f  f i n a n c ia l  s ta te m e n ts . "
C i t in g  the  f a c t  th a t  the  system Is one o f  h i s t o r i c a l  co s ts  
expressed In terms o f  a pu rchas ing  power u n i t ,  he dubbed I t  PuPU 
A cco u n tin g  in  the I n te r e s t  o f  "easy com m un ica tion ". The metaphor 
c l e a r l y  r e f le c te d  h is  d is d a in  f o r  a system which he s ta te s  g ives  
the  appearance o f  an improvement when in  a c t u a l i t y  I t  Is a d e t r im e n t .
F u r th e r ,  he seemed p a r t i c u l a r l y  d is t re s s e d  about the  
p r o b a b i l i t y  th a t  th e  "PuPU" system would be "a n n o in te d "  by the
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F in a n c ia l  A ccoun ting  Standards Board. B u r to n 's  w o rs t  fe a rs  were 
con f irm e d  re c e n t ly  when th e  FASB announced I t  would make mandatory 
the  d is c lo s u re  o f  supplem entary genera l p r ic e  le v e l In fo rm a t io n  In 
January , 1976. C i t i n g  the c o s t l in e s s  o f  a " f a l s e  s t a r t "  In th a t  
d i r e c t i o n  he c a l le d  fo r  " r a p id  movement in  the d i r e c t i o n  o f  re p la c e ­
ment c o s t a c c o u n t in g . "
Burton f i n a l l y  con s ide red  the  q u e s t io n  o f  sup p lem en ta t ion  o f  
h i s t o r i c a l  cos t vs . s u p p la n t in g  and concluded th a t  the p resen t 
env ironm ent j u s t i f i e d  o n ly  the supplem enta l approach. He noted the 
SEC was a lre a d y  p ropo s ing  d is c lo s u re  o f  income e f f e c t s  In in v e n to ry  
and c o s t  o f  goods so ld  and u rg in g  d is c lo s u re  o f  " in v e n to r y  p r o f i t s " .
In co n c lu d in g  he a l lu d e d  to  the  p o s s i b i l i t y  o f  r e q u i r in g  a 
supplem enta l se t o f  f i n a n c ia l  s ta tem ents  on a replacement cost 
b a s ts .
A b r i e f  announcement In The CPA L e t t e r  o f  May 26, 1975 
he ra lded  what I b e l ie v e  w i l l  be the  most t ra u m a t ic  change in  c a p i ta l  
asse t t re a tm e n t In the la s t  50 y e a r s . ^  i t  d is c lo s e d  th a t  the SEC is 
w ork ing  on a proposa l which would re q u ire  d is c lo s u re  o f  a c o rp o ra ­
t i o n ' s  replacement cos t o f  f ix e d  asse ts  and In v e n to r ie s ,  p roba b ly  
by means o f  an unaud ited  fo o tn o te .  The proposa l Is  expected to  be 
ready f o r  comment p r i o r  to  the end o f  June, 1975.
A nother recent a r t i c l e  in d ic a te d  th a t  a t  the same time the 
SEC Is  fo rm u la t in g  requ irem ents  f o r  replacement cos t d is c lo s u r e ,  I t
23i 'seq to  Propose I n f l a t i o n  D is c lo s u r e , "  The CPA L e t t e r .
May 26, 1975, (Ameri can I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  A cco u n ta n ts ) .
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ts  a p p a re n t ly  c o n s id e r in g  a p r o h ib i t io n  o f  p u b l is h in g  general 
purchasing power f in a n c ia l  s ta tem ents .
The p o s i t io n  o f  the SEC then has come f u l l  c i r c l e  from th a t  
o f  c o n s is te n t ly  s t r i k i n g  down any a ttem p ts  a t  d e v ia t io n  from 
h i s t o r i c a l  cos t In asset v a lu a t io n ,  t o  p ropos ing  and re q u ir in g  
d is c lo s u re  o f  replacement c o s t ,  which was re je c te d  by both APB 
Statement No. 3 and Accounting Research Study No. 6.
Any study o f  fo rces  which are  c u r r e n t ly  invo lved  In the 
e f f e c t  o f  I n f l a t i o n  on c a p i ta l  asset v a lu a t io n  must co n s id e r the 
p resen t lega l environment In the United S ta te s .
The argument th a t  any d e v ia t io n  from h i s t o r i c a l  cos t would 
d is ru p t  the bas ic  c o n t ra c tu ra l  r e la t io n s  which ho ld  the f a b r i c  o f  
our s o c ie ty  to g e th e r  is  o f te n  advanced in  advocacy o f  h i s t o r i c a l  c o s t .  
The o th e r  s ide  o f  the co in  Is the layman's Idea th a t  accounting  f o r  
asse ts  Is  b a s ic a l ly  a " t r u e "  v a lu a t io n  process, deserv ing  o f  
co n s id e ra b ly  more v e r i t y  than Is r e a l iz a b le  from h i s t o r i c a l  c o s t /  
a I lo c a t lo n - d e p re c ia t io n  methodology.
Th is  leads us In to  what cou ld  p robab ly  be described  as the 
"damned I f  you do and damned I f  you d o n ' t "  predicament o f  to d a y 's  
accountant In dec id ing  whether h is  a ttem pt to  recognize c u r re n t  
va lue In a p a r t i c u la r  s i t u a t io n  ts fo rb id d e n ,  o p t io n a l ,  o r  mandatory 
under p r e v a i l in g  law.
W hile most o f  t h i s  concern has been couched in  terms o f  
p o te n t ia l  l i a b i l i t y  f o r  damages under the law, the p resen t s ta tu s
^ L o u is  E. M u lle n , "Are You Ready f o r  I n f l a t i o n  A ccoun ting?", 
The Journal o f  Accountancy. 139, No. 6 (June, 1975), pp- 91-95.
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o f  th e  law and I t s  f u tu r e  d i r e c t i o n  w i l l  be c r i t i c a l  t o  DOD's a ttem p ts  
a t  any asse t re v a lu a t io n  p rocess .
The re cen t and a p p a re n t ly  f u t u r e  t re n d s  seem to  be In  the  
d i r e c t i o n  o f  s h i f t i n g  r e s p o n s ib i l i t y  f o r  d e c id in g  the a p p ro p r ia te n e ss  
o f  " f a i r "  asse t v a lu a t io n  away from the p ro fe s s io n a l  acco un tan t and 
in to  the  hands o f  the  layman ( in c lu d in g  In th a t  term ju d g e s ,  a t to rn e y s  
and j u r i e s ) .
The c la s s ic  d o c t r in e  espoused in  U ltram ares  vs . Touche & C o . . 
17** N.E. t h a t  l i a b i l i t y  f o r  an a c c o u n ta n t 's  n e g l ig e n t  conduct
shou ld  no t be extended beyond h is  Irrmediate em ploye r, has been eroded 
by a number o f  c o u r t  d e c is io n s  under fe d e ra l  s ta tu te s  designed to  
p r o te c t  in v e s to rs  r e ly in g  on f i n a n c ia l  s ta tem ents  a sso c ia te d  w i th  the 
acco u n ta n t.
Not hav ing  been steeped in  the  p rope r t r a d i t i o n a l  reverence 
f o r  h i s t o r i c a l  co s t o r  g e n e ra l ly  accepted a cco u n t in g  p r in c ip le s ,  the 
layman has not been r e t i c e n t  about wading in  and o f f e r i n g  e n l ig h te n e d  
d e c is io n s  on fa i r n e s s  o f  p re s e n ta t io n ,  geared to  h is  own s u b je c t iv e  
I n t e r p r e ta t io n  o f  th a t  e lu s iv e  concept. D e v ia t io n  from h i s t o r i c a l  
co s t  does no t seem to  weigh h e a v i ly  on h is  consc ience .
Two che r ishe d  c o n v ic t io n s  o f  the accoun tan t have been the 
importance o f  " f a i r "  p re s e n ta t io n  in  accordance w i th  g e n e ra l ly  
accepted acco un t in g  p r in c ip le s ,  and the idea th a t  s ince  he was 
t h e o r e t i c a l l y  r e p o r t in g  to  the s o p h is t ic a te d  s ta tem ent re ade r, he was 
under no o b l ig a t io n  to  e la b o ra te  o r  s im p l i f y  f o r  the occa s iona l na ive  
v iew e r o f  h is  s ta tem e n ts . Both concepts have been ra th e r  summarily 
brushed as ide  by the  c o u r ts  in  two separa te  cases.
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In U n ite d  S ta te s  v s .  Simon. **25 F2d 796, th e  c o u r t  c l e a r l y  
e n unc ia ted  the  o p in io n  th a t  I t  d id  no t n e c e s s a r i ly  c o n s id e r  
g e n e r a l ly  accepted acco un t in g  p r in c ip le s  and " f a i r * 1 p re s e n ta t io n  
synonomous.
D esp ite  th e  te s t im o n y  o f  e ig h t  e x p e r t  accoun tan ts  to  the 
e f f e c t  th a t  p re s e n ta t io n  o f  a re le v a n t  re c e iv a b le  was " I n  no way 
In c o n s is te n t  w i th  g e n e r a l ly  accepted a cco u n t in g  p r in c ip le s  o r  
g e n e r a l ly  accepted a u d i t in g  s tandards . . **25 F2d 805, the  c o u r t
imposed f in e s  on those accountan ts  who c e r t i f i e d  f in a n c ia l  s ta tem ents  
c o n ta in in g  the  re c e iv a b le .  The c o u r t  based the a l le g a t io n  o f  m is ­
re p re s e n ta t io n  on f a i l u r e  to  d is c lo s e  na tu re  o f  c o l l a t e r a l  p ledged, 
and a ls o  f a i l u r e  t o  d is c lo s e  an inc rease  in  the re c e iv a b le  subsequent 
t o  th e  ba lance sheet c lo s in g  d a te .
In I t s  I n s t r u c t io n  to  the  j u r y ,  the  c o u r t  p o in te d  o u t th a t  
" f a i r  p re s e n ta t io n  o f  the  f in a n c ia l  p o s i t io n  by the  s ta tem ents  as a 
whole would c o n s t i t u te  a c r i t i c a l  t e s t . "  " F a i r  p re s e n ta t io n "  was 
geared In t h i s  case t o  the  j u r y ' s  own s u b je c t iv e  s tanda rds .
A ppea ling  'h e  d e c is io n  to  the  U nited S ta tes  Supreme C o u r t ,  
the  AICPA In an Amicus C uriae  b r i e f ,  urged th a t  c r im in a l  l i a b i l i t y  
not be found where f t  cou ld  be shown th a t  g e n e ra l ly  accepted 
a cco u n t in g  p r tn  ip le s  had been fo l lo w e d .  A rgu ing  th a t  f in a n c ia l  
s ta tem ents  cannot p o s s ib ly  p resen t a l l  f in a n c ia l  in fo rm a t io n  d e s ire d  
by In v e s to rs ,  the  AICPA contended th a t  in  any case t h i s  was a m a t te r  
to  be decided by a c c o u n ta n ts ,  t h e i r  p ro fe s s io n a l  govern ing  bodies and 
the  SEC, not ju d g e s ,  and p a r t i c u l a r l y  not j u r i e s . ^5
^H ow ard  J . T r ienens  and Danie l W. Sm ith , "Lega l Im p l ic a t io n s  o f  
C u rre n t Value A c c o u n t in g ,"  F in a n c ia l  E x e c u t iv e . XL, No. 9 (September, 
1972), pp. 59-60.
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The Supreme C ou rt den ied c e r t i o r a r i , and In my o p in io n  t h i s  
may have been the  best a l t e r n a t i v e  f o r  the  a cco u n t in g  p ro fe s s io n  
under the  c ircu m s ta n ce s . O b v io u s ly ,  no c o u r t  In  the land w i l l  eve r 
concede t o  any p ro fe s s io n a l  body the  s o le  r i g h t  t o  a d m in is te r  
p o l i c in g  o f  i t s  p ro fe s s io n  to  the  com plete e x c lu s io n  o f  In te r fe re n c e  
by the law. An adverse d e c is io n  on the  p a r t  o f  the  Supreme Court 
cou ld  have gone a long way toward d e s t ro y in g  the  c r e d i b i l i t y  o f  the 
a cco u n t in g  p ro fe s s io n  and the a t t e s t  fu n c t io n  o f  th e  CPA.
W hile  the  case d id  no t e x a c t ly  tu r n  an asse t v a lu a t io n ,  I t  
has Importance because I t  Im p lie s  th a t  no longer w i l l  r e l ia n c e  on 
h i s t o r i c a l  cos t as a g e n e r a l ly  accepted a cco u n t in g  p r in c i p l e  
n e c e s s a r i ly  p re c lu d e  l i a b i l i t y  where co s t Is no t cons ide red  by the  
ju d g e  o r  j u r y  to  p ro v id e  " f a i r "  p re s e n ta t io n .  Indeed, the  AICPA had 
gone so f a r  as to  p o in t  ou t in  I t s  Amicus C uriae  b r i e f ,  " g e n e r a l ly  
accepted acco un t in g  p r in c ip le s  re q u i re ,  in  the in te r e s t  o f  
o b j e c t i v i t y ,  t h a t  land be c a r r ie d  on a balance sheet a t  c o s t ,  ra th e r  
than  a t  c u r re n t  m arket va lu e  which m igh t be o f  g re a te r  in te r e s t  to  
I n v e s to r s . "
The c o u r t  In U n ite d  S ta te s  vs . M o n ia r . 47 F. Supp. 421, noted 
th a t  the  ve ry  purpose o f  the s e c u r i t i e s  laws was to  p r o te c t  those 
who lacked business acumen. Extend ing  t h i s  p r in c i p l e  to  a case 
in v o lv in g  the  m a ll  f ra u d  s ta tu te  the c o u r t  sa id  " th e  monumental 
c r e d u l i t y  o f  the v i c t im  is  no s h ie ld  f o r  the a c c u s e d " - -Deaver vs .
U n ite d  S ta te s . 155 F2d 740. No longer can I t  be presumed th a t
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Investors w i l l  possess s u ff ic ie n t  knowledge to grasp the essence of
2 c
the  acco un t in g  p r o fe s s io n 's  concept o f  h i s t o r i c  c o s t v a lu a t io n .
The e ffe c t  of the court's  In te rp re ta tio n  o f The Securities
Act o f  1933 and The S e c u r i t ie s  and Exchange A ct o f  193*+ is  to  make
p o te n t ia l  l i a b i l i t y  an im po rtan t c o n s id e ra t io n  by the  accoun tan t in
a d o p t io n  o f  any asse t v a lu a t io n  p rocess . W h ile  the  l i a b i l i t y  aspect
does no t n e c e s s a r i ly  have a d i r e c t  Impact on compensation f o r  use o f
DOD c o n t ra c to r  a s s e ts ,  I t  Is l i k e l y  th a t  any compensation process
based on a v a lu a t io n  process o th e r  than h i s t o r i c a l  cos t w i l l  be
in f lu e n c e d  by l i a b i l i t y - o r i e n t e d  asse t v a lu a t io n  ju r is p ru d e n c e .
The 1933 a c t  covers sponsors and accoun tan t r e g is t r a t i o n
statement preparers. I t  established l i a b i l i t y  toward stock acquirers
a t  a t im e  when the  r e g i s t r a t i o n  s ta tem ent o r  p rospectus  c o n ta in s
2 7m is le a d in g  m a te r ia l  f a c t  om iss ions  o r  u n tru e  s ta te m e n ts . '
The 193** a c t  a p p l ie s  to  t ra n s a c t io n s  both b e fo re  and a f t e r  
r e g i s t r a t i o n ,  p r o h ib i t s  p roxy s ta tem ent m a te r ia l  m iss ta tem ents  o r  
o m is s io n s , and g ive s  a u th o r iz a t io n  t o  the  SEC to  r u le  ou t d e ce p t ive  
de v ices  In connec t ion  w i th  s e c u r i t y  sa le s  and purchases. Both a c ts  
p ro v id e  c r im in a l  p e n a l t ie s  f o r  w i l l f u l  om iss ions o r  m is le a d in g  
s ta tem e n ts .
Four c r i t e r i a  appear to  be re le v a n t  In a t ta c h in g  l i a b i l i t y :  
m a t e r i a l i t y ,  d e fe n d a n t 's  s ta te  o f  m ind, degree o f  d e c e p t io n ,  and 
f i n a l l y  re l ia n c e  th e re o n .2® The m a t e r i a l i t y  f a c t o r  is  o b v io u s ly
261 b i d . , p . 52.
27lb ld . ( p. b7.
2®Trlenens, "Legal Implications of Current Value Accounting,"
p. 60.
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re la te d  t o  the degree o f  d e c e p t io n  and some a n a ly s ts  p la ce  both
under th e  c a te g o ry  o f  m a t e r i a l i t y .
SEC ru le  IOb-5 t a lk s  In terms o f  th e  I l l e g a l i t y  o f  making an
u n tru e  s ta tem ent o f  a m a te r ia l  f a c t  o r  om iss io n  o f  the  s ta tem ent o f
a m a te r ia l  f a c t  . . necessary In  o rd e r  to  make the  c ircum stances
under which they  were made not m is le a d in g . '1 In the words o f  T r ienens
29the language of I0b~5 "couldn't be broader."
In L i s t  vs . Fashion P ark . I n c . . 340 F2d 45, the c o u r t  sa id  
" th e  ba s ic  te s t  o f  ' m a t e r i a l i t y '  Is w he ther a reasonable man would 
a t ta c h  Importance ( to  the  f a c t  m is re p re se n te d ) In d e te rm in in g  h is  
cho ice  o f  a c t io n  In the t r a n s a c t io n  In  q u e s t io n . "  T r ienens  and Smith 
conclude a l i t t l e  more r e s t r i c t  I v e ly  th a t  " in fo r m a t io n  Is  m a te r ia l  I f  
I t  would have a l t e r e d  a p e rs o n 's  conduct (n the s i t u a t i o n . " 3^
T r ienens  and Smith f u r t h e r  p o in t  ou t th a t  the s tandard  o f  
m a t e r i a l i t y  has been expanded to  In c lu d e  any In fo rm a t io n  i n f l u e n t i a l  
to  in v e s to rs .  In terms o f  c u r re n t  va lu e  the  c o u r ts  have h e ld  a 
re p o r t in g  requ irem en t e s s e n t ia l  on a p p re c ia te d  va lue  o f  a tobacco 
In v e n to ry  (Speed vs . T ransam erica C o rp . . 99 F. Supp. 808) c u r re n t  
va lu e  o f  s u b s ta n t ia l  re a l e s ta te  h o ld in g s  (G e rs t le  vs . Gamble-Skoqmo. 
I n c . , 298 F. Supp. 66) and c u r re n t  va lu e  o f  a c o r p o r a t io n 's  m a jo r i t y  
s to c k  In te r e s t  in  a r a i l r o a d  (SEC vs . Bangor-Punta C o rp . .
331 F. Supp. 1 1 5 4 ) .31
29■^Howard J .  T r ie n e n s ,  "Le ga l Aspects o f  F a i r  Value A c c o u n t in g ,"  
F in a n c ia l  E x e c u t iv e . X L I,  No. 1 (January , 1973), p. 31.




Where promissory notes were shown at f u l l  value despite some 
question as to rea liza b le  value, and where these same notes had been 
received In exchange fo r  land which the s e l le r  was obligated to  
repurchase at buyer's option fo r  o r ig in a l sales price or higher, the 
court held that misstatement of current value had occurred (Seeburgh-  
Commonwealth United L i t ig a t io n . CCH Fed. Sec. L. Rep. 92, 277).
In S e c u r i t ie s  and Exchange Commission v s .  Texas G u lf  
Surphur C o . . **01 F2d 333, the c o u r t  found a v i o l a t i o n  o f  r u le  10b-5 
where o f f i c e r s  p u b l is h e d  a press re le a se  s t a t in g  c o n c lu s io n s  as to  
" .  . . s ize  and grade o f  o re  would be prem ature and p o s s ib ly  m is ­
le a d in g '1 r e la t i v e  t o  a p o te n t ia l  m a jo r m in e ra l o re  s t r i k e .  Even 
though the  c o u r t  a l low e d  th a t  the  ev idence  o f  a m a jo r  s t r i k e  was 
s t i l l  not com plete p r o o f ,  I t  noted th a t  the  p o s s i b i l i t y  o f  the  mine 
o f  va s t magnitude was " s u r e ly  more than m a rg in a l"  where a r i c h  d r i l l  
co re  had been e x t ra c te d  rem arkab ly  c lo s e  t o  the  s u r fa c e .  V arious  
In s id e rs  had purchased and p laced c a l l s  on shares o f  TGS s to c k  p r i o r  
t o  p u b l ic  announcement o f  the  s t r i k e .
The defendant's state o f mind has always been important in 
Imposing l i a b i l i t y  under the law--his knowledge, intent to mislead, 
and fa i lu re  to cure. The SEC s tatu tes , however, do not deal with 
these concepts^ they only forbid the m aterial omission or untrue 
statement.
I t  appears that the princ ip les  establishing l i a b i l i t y  In 
th is  area are s t i l l  not c le a r ly  defined, but as Trienens and Smith 
observe "the trend Is toward imposing l i a b i l i t y  even though defendant's 
deceptive conduct may be remote from the occasion of p l a i n t i f f ' s
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i n ju r y ,  o r  where the  de fendan t s im p ly  f a i l s  t o  remedy the  d e ce p t ive  
a c t io n  o f  a n o th e r  o f  which he has kno w le dg e ."32
In E l t  is  v s .  C a r t e r . 291 F2d 270, the  c o u r t  h e ld  th a t  "any 
m a n ip u la t iv e  o r  d e c e p t iv e  d e v ic e "  co u ld  v i o l a t e  the  s ta t u te .  Thus 
in te n t  t o  dece ive  was no t cons ide red  c r i t i c a l ,  o n ly  the d e ce p t ive  
d e v ic e 's  presence. T h is  i n t e r p r e t a t io n  o f  r u le  1 Ob—5 has been 
c o n s is te n t ly  fo l lo w e d  in o th e r  l a t e r  cases.
The C o n t in e n ta l  Vending case, w h i le  i t  d e a l t  w i th  c r im in a l  
l i a b i l i t y ,  n o rm a lly  a more n a rro w ly  c o n s tru c te d  area o f  the law, 
h e ld  In a broad i n t e r p r e t a t io n  th a t  c r im in a l  s a n c t io n s  cou ld  be 
Imposed even where a com plete absence o f  p ro o f  o*  commercial m o t iv a ­
t io n  to  m is lead  e x is te d ,  and where p re s e n ta t io n  was made in 
accordance w i th  g e n e r a l ly  accepted acco un t in g  p r i n c i p l e s . 33
The degree o f  d e ce p t io n  cases span a wide range o f  l a t i t u d e  
in  what the  c o u r ts  have cons ide red  s u f f i c i e n t  to  w a rra n t a t ta c h in g  
l i a b i l i t y .  In E s c o tt  vs . B a r-C h rfs  C o n s tru c t io n  C o rp . . 283 F Supp. 643, 
an ove rs ta tem ent o f  net c u r re n t  asse ts  by $610,000 and an under­
s ta tem ent o f  l i a b i l i t i e s  by a p p ro x im a te ly  $325,000 was cons idered  
s u f f i c i e n t  to  a t ta c h  l i a b i l i t y  where c o r re c t  t o t a l  c u r re n t  asse ts  
were $4 ,524,000 and c o r re c t  t o t a l  c u r re n t  l i a b i l i t i e s  were 
$2 ,478,000. Thus an ove rs ta tem en t o f  c u r re n t  asse ts  and an under­
s ta tem ent o f  l i a b i l i t i e s  by a l i t t l e  more than 13% in  both cases had 
been cons idered  an adequate degree o f  decep t io n  to  w a rra n t p o s i t i v e  
c o u r t  a c t io n .
3 z l b l d . ,  p . 60.
33Trienens, "Legal Aspects of Fair Value Accounting," p. 31.
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In a n o th e r  le a d in g  case , G e rs t le  v s ,  Gamble-Skoono, I n c . .
298 F. Supp. 66 , s to c k h o ld e rs  o f  a merged c o rp o ra t io n  were su cce ss fu l 
in  showing th a t  asse ts  c a r r ie d  a t  a book va lu e  o f  $10,576,418 p r i o r  
to  the  merger, and l a t e r  so ld  f o r  $25,081,121 were un derva lued . The 
c o rp o ra t io n  had so ld  25 p a rc e ls  In the  two years  p r i o r  to  the  merger 
f o r  $33,000,000 when book va lu e  had o n ly  been $11,150,000. In 
a d d i t io n ,  th e re  had been a m is le a d in g  e x p la n a t io n  on s ta tem ents  sent 
to  s to c k h o ld e rs  p r i o r  to  the  merger p o in t in g  out th a t  company re a l 
e s ta te  w i th  a book va lu e  o f  $2,860,873 was b e l ie v e d  to  have a va lu e  
o f  a p p ro x im a te ly  $3 ,700,000 based on re ce n t a p p ra is a ls  and exchanges. 
T o ta l unders ta tem ent o f  asse ts  In  t h i s  case then was about 200% o f  
t h e i r  s ta te d  book v a l u e . ^
The f i n a l  requ irem ent o f  re l ia n c e  on the m a te r ia l  m is ­
s ta tem ent o r  om iss ion  in  o rd e r  t o  e s ta b l i s h  l i a b i l i t y  is  be ing eroded 
by re cen t c o u r t  a c t io n .  The re l ia n c e  requ irem ent has been e l im in a te d  
in  cases o f  n o n -d is c lo s u re  fCrane Co. vs . Westlnqhouse A i r  Brake C o . . 
419 F2n 787) and In d e r i v a t i v e  a c t io n s  fPappas vs . M ars . 393 F2d 8 6 5 ) .  
The de fendan t can escape l i a b i l i t y  i f  he can dem onstrate the m is ­
lea d ing  s ta tem ents  were never d issem ina ted  nor viewed by any 
In v e s to r . 35
One f i n a l  c o n s id e ra t io n  shou ld  be the t im in g  o f  the re lease  
o f  in fo rm a t io n  on changes in  asse t v a lu e s .  The SEC has endorsed the 
concept o f  con tinuous  in fo rm a t io n  f lo w  in  o rd e r  t o  p r o te c t  the
3 ^ r  Ienens, "Lega l Im p l ic a t io n s  o f  C u rre n t Value A c c o u n t in g ,"
p . 60 .
3 5 I b i d . , p . 59.
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o u ts id e r  in  h is  assessment o f  p o te n t ia l  m arket a c t io n  and to  p rec lud e  
In s id e r  p r o f i t e e r i n g  from in fo rm a t io n  n o t y e t  p u b l i c l y  re le a se d .
Here the  asse t v a lu e r  is  once ag a in  caught between e a r ly  
re le a se  o f  less o b je c t iv e  in fo rm a t io n  and l a t e r  re le ase  o f  more 
d e f i n i t e  in fo rm a t io n .  As Flom and A tk in s  p o in t  o u t ,  the o ld  adage 
“ when In doub t, d i s c lo s e ! "  can be ve ry  dangerous I f  In fo rm a t io n  which 
l a t e r  proves to  be in a c c u ra te  Is  p re m a tu re ly  re le a s e d .36 The tre nd  
here has been t o  re q u ire  d is c lo s u re  to  combat rumors o r  unusual 
market a c t i v i t y ,  and to  a l lo w  the  e x e rc is e  o f  g o o d - fa l th  judgment by 
c o rp o ra te  o f f i c e r s  as to  In fo rm a t io n  re le ase  where th e re  Is 
dem onstrab ly  no t r a d in g  o r  o th e r  in o rd in a te  use o f  In s id e  In fo rm a t io n .
The summary c o n c lu s io n  th a t  the  lav; has abandoned h i s t o r i c a l  
cos t and g e n e r a l ly  accepted a cco u n t in g  p r in c ip le s  would be 
unw arran ted . However, I t  Is c le a r  th a t  re l ia n c e  on g e n e r a l l y  
accepted acco un t in g  p r in c ip le s  w i l l  no t serve as an adequate defense 
where the  c o u r t  ( judge a n d /o r  j u r y )  co n s id e rs  s u b je c t i v e ly  th a t  
v a lu a t io n  o f  asse ts  is no t " f a i r " .  In a d d i t io n ,  the  asse t v a lu a t io n  
process may be s u b je c t  to  a t t a c k  I f  i t  Is aimed e x c lu s iv e ly  a t  the 
s o p h is t ic a te d  In fo rm a t io n  r e c ip ie n t .  C onsequently , th e  Idea th a t  the 
l im i t a t i o n s  o f  the  t r a d i t i o n a l  h i s t o r i c a l  c o s t ,  o r  any o th e r  v a lu a -  
t lo n  approach, are understood by the s ta tem ent reader can be 
e x tre m e ly  dangerous. One f i n a l  p o in t  Is th a t  the  SEC's concept o f  
con tinuous  in fo rm a t io n  f lo w  coupled w i th  i t s  requ irem en t f o r  asset
^ J o s e p h  H. Flom and P e te r A. A t k in s ,  "The Expanding Scope 
o f  SEC D is c lo s u re  Laws," Harvard Business Review. 52, No. A 
(J u ly -A u g u s t ,  197^*), p . I I I .
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replacem ent c o s t  r e p o r t in g  w i l l  fo rc e  a co n t in u o u s  c o n s id e ra t io n  o f  
a sse t c u r re n t  v a lu e s .
Summariz ing, t h i s  s e c t io n  has examined IRS, SEC and leg a l 
r e c o g n i t io n  o f  c u r re n t  va lu e  in  a sse t t re a tm e n t .
The IRS has t r a d i t i o n a l l y  adhered to  h i s t o r i c a l  c o s t  and 
a l l o c a t i v e  d e p re c ia t io n  In  a l lo w in g  d e p re c ia t io n  o f  a purchased a s s e t .  
I t s  d e v ia t io n  from h i s t o r i c a l  co s t has taken the  form o f  d e te rm in a ­
t i o n  o f  " f a i r  m arket v a lu e " ,  p r im a r i l y  In  the  case o f  v a lu a t io n  o f  
g i f t s ,  e s ta te s ,  asse t exchanges and employee com pensation .
The In te rn a l  Revenue Code does n o t d e f in e  " f a i r  market 
v a lu e " ,  fu r th e rm o re ,  th e  re g u la t io n s  and r u l in g s  have leaned In the  
d i r e c t i o n  o f  broad d e f i n i t i o n s ,  in v o lv in g  " w i l l i n g  b u y e rs " ,  " w i l l i n g  
s e l l e r s " ,  " n e g o t ia t i o n " ,  "n o  c o m p u ls io n " ,  e t c .  The process o f  
d e te rm in a t io n  o f  " f a i r  m arket v a lu e "  has been p r im a r i l y  a j u d i c i a l  
r a th e r  than a l e g i s l a t i v e  one and the  j u d i c i a r y  has no t been 
r e lu c ta n t  to  assume t h i s  r o le .  No one te s t  o f  " f a i r  m arket v a lu e "  
has been paramount and among fa c to r s  cons ide red  have been c o s t ,  
book v a lu e ,  contem porary sa le s  o f  s im i la r  p r o p e r ty ,  p r ic e s  b id  
and asked, e a rn in g s  p o t e n t i a l ,  a p p r a is a l ,  and e x p e r t  te s t im o n y . 
Replacement c o s t  Is  no t u s u a l ly  cons ide red  re le v a n t  u n less  I t  
c o in c id e s  w i th  " f a i r  m arket v a lu e " ,  and re t ro s p e c t iv e  a p p ra is a ls  a re  
g ive n  l i t t l e  w e ig h t.
Due t o  i t s  be ing  geared to  l i t i g a t o r y  d e te rm in a t io n  in  most 
cases, the IRS concept o f  " f a i r  m arket v a lu e "  does not appear t o  be 
o f  much va lue  in  o f f e r i n g  guidance to  DOD in  compensating I t s  
c o n t ra c to rs  f o r  c a p i t a l  a sse t use.
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The SEC has p a r a l le le d  the AICPA f o r  many yea rs  In  I t s  
t re a tm e n t o f  c a p i t a l  a s s e ts ,  re c o g n iz in g  o n ly  h i s t o r i c a l  c o s t  and 
a l l o c a t i o n  d e p re c ia t io n  methods. I t  has t r a d i t i o n a l l y  opera ted  as 
a " s i l e n t  p a r tn e r "  to  the a cco u n t in g  p r o fe s s io n ,  s t r i k i n g  down on 
occa s ion  d e v ia t io n s  In a cco u n t in g  procedure  which i t  cons idered  
excess We.
R e c e n t ly ,  however, th e  SEC has assumed a more a c t iv e  ro le  
In d i r e c t i o n  o f  acco un t in g  p r a c t ic e  where I t  con s ide red  the 
a cco u n t in g  p ro fe s s io n  t o  be "d ra g g in g  i t s  f e e t " ,  and an apparen t 
d ive rgence  o f  v ie w p o in t  on asse t v a lu a t io n  w i th  the AICPA and the  
FASB has re s u l te d .
The FASB Is In d ic a t in g  i t  w i l l  make supplem entary genera l 
p r ic e  le v e l  r e p o r t in g  mandatory by 1976 and the  SEC Is s im u lta n e o u s ly  
r e q u i r in g  replacement co s t d is c lo s u re  on In v e n to r ie s  and f ix e d  a s s e ts .  
Judging by C h ie f  Accoun tan t B u r to n 's  comments re g a rd in g  genera l p r ic e  
le ve l a c c o u n t in g ,  a m a jo r  c o n f r o n ta t io n  between the SEC and FASB may 
be In the  o f f i n g .
My own a p p ra is a l  Is  th a t  the  concept o f  replacement c o s t ,  
because o f  I t s  SEC endorsement w i l l  become the g e n e ra l ly  accepted 
method o f  c a p i t a l  asse t v a lu a t io n  on a supplem entary b a s is  In the 
fu t u r e .  C onsequently , I b e l ie v e  the DOD w i l l  have to  g e t  in to  the 
business o f  asse t v a lu a t io n  v ia  t h i s  method.
F in a l l y ,  t h i s  s e c t io n  d iscussed the impact o f  re ce n t leg a l
d e c is io n s  on the asse t v a lu a t io n  env iron m en t.  A genera l t re n d  toward 
s h i f t i n g  r e s p o n s ib i l i t y  f o r  ju d g in g  what is  " f a i r "  r e p o r t in g  o f  asse t 
v a lu a t io n  away from the  a cco u n t in g  p ro fe s s io n  and In to  the  hands o f
the  layman was no ted .
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R e lian ce  on r e p o r t in g  In accordance w i th  g e n e ra l ly  accepted 
a cco u n t in g  p r in c i p l e s ,  and assum ption o f  s ta tem e n t reader s o p h is t ic a ­
t i o n  w i l l  no lo n g e r p r o te c t  an acco un tan t I f  a sse ts  a re  va lued 
" u n f a i r l y "  in  th e  s u b je c t iv e  eye o f  th e  Judge o r  j u r y .  In a t ta c h in g  
l i a b i l i t y  f o r  om iss ion  o f  re le v a n t  In fo rm a t io n  o r  u n tru e  s ta tem ents  
the c o u r ts  would c o n s id e r  the  concepts o f  m a t e r i a l i t y ,  d e fe n d a n t 's  
s ta te  o f  m ind , degree o f  d e c e p t io n ,  and re l ia n c e  by p l a i n t i f f .  T im ing 
o f  In fo rm a t io n  re le a s e  has a ls o  assumed much more importance due to  
th e  SEC's concept o f  " c o n t in u o u s  In fo rm a t io n  f lo w " .
The accoun tan t must be aware o f  these fo rc e s  when o p e ra t in g  
In th e  a rea  o f  asse t v a lu a t io n s  and any system o f  a sse t v a lu a t io n  
adopted by DOD w i l l  have to  be co g n iza n t o f  these  f a c t o r s .
THE COST ACCOUNTING STANDARDS BOARD STUD I IS
The CASB had th re e  p r o je c ts  In  p rog ress  d u r in g  the p e r io d  
o f  research f o r  t h i s  d i s s e r t a t i o n ,  which were re la te d  t o  I t .
The f i r s t  cu lm in a te d  in  the  p u b l ic a t io n  o f  th e  new s tandard  
on d e p re c ia t io n  and has been d iscussed in  d e t a i l  In Chapter I I  o f  
t h i s  d i s s e r t a t i o n .
The second Is e n t i t l e d  C u rre n t Value o r  P r ic e -L e v e l  
A ccoun ting  and is  de sc r ibe d  as in v o lv in g  " . . .  a c o n t in u in g  s tu d y  
o f  concepts and p r a c t ic e s  f o r  c o s t measurement in  t im es o f  changing 
p r ic e  le v e ls .
37proqress  Report to the Congress. (Washington: Cost
A ccoun ting  Standards Board, August 15, 197*0» P*
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I spoke w i th  a d i r e c t o r  o f  t h i s  p r o je c t  on the  te lephone  
d u r in g  my a c t iv e  d u ty  to u r  w i th  th e  A i r  Force a t  W r lg h t -P a t te rs o n ,
A .F . Base, Ohio on June 16, 1975* He In d ic a te d  In ve ry  cand id  remarks 
t h a t  th e  CA58 has taken a " w a i t  and see" a t t i t u d e  In t h i s  a re a , 
e x p e c t in g  o th e r  bodies t o  issue some a u t h o r i t a t i v e  pronouncements 
co n ce rn in g  asse t v a lu a t io n  In  the  near f u t u r e .
A t  the  same t im e  he in d ic a te d  t h a t  some p ressu re  is  b u i ld in g  
f o r  the  CASB to  do something more d e f i n i t i v e  in  t h i s  a re a , and th a t  
th e y  have been d o in g  c o n s id e ra b le  s tu d y in g  o f  v a lu a t io n  prob lem s. He 
expressed th e  o p in io n  th a t  ge nera l p r ic e  le v e l  ad jus tm e n ts  would 
in v o lv e  a g re a t  deal more c l e r i c a l  work on the  p a r t  o f  c o n t ra c to r s  
w i th  l i t t l e  p r a c t i c a l  Impact on n e g o t ia t io n  r e s u l t s .  He f u r t h e r  
s ta te d  t h a t  i f  fo rc e d  to  Issue a d i r e c t i v e  In  t h i s  a re a , th e  CASB w i l l  
p ro b a b ly  go w i th  ad jus tm en t v ia  a s p e c i f i c  equipment o r  asse t index 
which w i l l  a d ju s t  p e r io d ic  d e p re c ia t io n  charges tn  much the  same way 
as the  e s c a la to r  c lauses  In D00 c o n t ra c ts  a re  now used to  a d ju s t  
la b o r  charges.
I a ls o  asked him what e f f e c t  the  SEC announcement re g a rd in g  
replacement c o s t d is c lo s u re  would have on CASB p o l i c y  o r  procedure in  
t h i s  a re a . He responded th a t  i t  was too  soon a f t e r  th e  announcement 
t o  r e a l l y  assess I t s  e f f e c t ,  bu t th a t  the  requ irem en t f o r  s im p le  
d is c lo s u re  o f  replacement c o s t  v ia  an un aud ited  fo o tn o te  d id  no t seem 
to  be s u f f i c i e n t l y  r ig o ro u s  t o  use f o r  DOD c o n t r a c to r  n e g o t ia t io n  
on c a p i ta l  asse t use. My own o p in io n  Is  th a t  the  u n aud ited  fo o tn o te  
requ irem en t is  a p re lu d e  to  more d e ta i le d  r e p o r t in g  on a replacement 
c o s t b a s is .  In sup port o f  t h i s ,  Mr. B u r to n 's  comments in  p r i o r  
speeches d iscussed in  a p re v io u s  s e c t io n  o f  t h i s  c h a p te r  o f  the
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disserta tio n  are c ite d ,  along with his recent comment that the SEC 
did not Intend to "cook book" general price  level accou nting .^
F i n a l l y ,  th e  p r o je c t  d i r e c t o r  In d ic a te d  th e  p o s s i b i l i t y  o f  
p ro m u lg a t io n  o f  an " is s u e s  paper"  on the  a s s e t v a lu a t io n  problem In 
la te  summer o r  e a r l y  f a l l  o f  1975*
The t h i r d  p r o je c t  concerned th e  co s t o f  c a p i t a l  u t i l i z e d  by 
DOD c o n t r a c to r s .  In the  s p r in g  o f  197** the  CASB c i r c u la t e d  an 
Issues paper which to o k  a broad approach and cons ide red  a number o f
a l t e r n a t i v e  ro u tes  to  c o n t r a c to r  c a p i t a l  com pensation .
Responses t o  the  paper were ana lyzed and a l t e r n a t i v e  approaches 
were narrowed down to  one which re vo lve s  around th e  Idea o f  payment
to  c o n t ra c to rs  o f  an Imputed I n t e r e s t  on use o f  c a p i t a l .  An issues
paper on fa c to r s  a f f e c t i n g  t h i s  approach was c i r c u la t e d  on 
A p r i l  29, 1975 w i th  a d e a d l in e  f o r  re tu rn  o f  J u ly  7 , 1975.
F ive  fa c to r s  were d iscu sse d , w i th  q u e s t io n s  asked o f  the 
respondents and comments s o l i c i t e d  In each a re a . I t  was p o in te d  o u t 
t h a t  t h i s  approach co n ce n tra te d  p r im a r i l y  on the c o s t o f  money as 
p a r t  o f  th e  c o s t o f  c a p i t a l ,  and d id  no t p u rp o r t  to  be a com plete 
compensatory p rocess , bu t ra th e r  would be combined w i th  the  p r o f i t  
o r  fee  com pu ta tion  v ia  a m o d i f ie d  s e t o f  w e igh ted  g u id e l in e s .
The f i r s t  idea proposed was th a t  any compensation f o r  c a p i t a l  
u t i l i z a t i o n  be v ia  a " r i s k  f r e e "  ra te  o f  I n te r e s t  re p re s e n t in g  "p u re  
t im e  co s t o f  money". As Imputed in t e r e s t ,  t h i s  payment would f i t  
n e i th e r  In to  th e  c a te g o ry  o f  t r a d i t i o n a l  " c o s t "  no r p r o f i t  o r  fe e .
38"seC to Release GPL Accounting Proposal," Late Developments, 
The Journal o f  Accountancy. 139, No. 6 (June, 1975), p . 3.
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I t  would n o t be recorded as a c o s t  In  the a cco u n t in g  reco rds  and no 
Im p l ic a t io n  o f  r e la t i o n s h ip  to  s p e c i f i c  d isbursem ents  o r  l i a b i l i t y  
Incu rre nce  Is  Im p l ie d .
The Imputed I n t e r e s t  w ou ld , however, be con s ide red  as a c o s t  
f o r  the  purpose o f  fee  o r  p r o f i t  n e g o t ia t io n ,  and measured in 
accordance w i th  v e r i f i a b l e  a cco u n t in g  d a ta .  C onsequen tly , the  
"w e ig h ted  g u id e l in e s "  would be m o d if ie d  f o r  e x c lu s io n  o f  any embodied 
" r i s k  f r e e "  c o s t o f  c a p i t a l  e lem en ts . Imputed In te r e s t  payments would 
no t c o n s id e r  a c tu a l  I n t e r e s t  payments and these would c o n t in u e  t o  be 
exc luded from c o n t r a c t  c o s t in g ,  as th e y  are  now under c u r re n t  p ro ­
curement r e g u la t io n s .
Net book va lu e  o f  asse ts  would serve as the  base f o r  
com puta tion  o f  imputed in te r e s t  and o b v io u s ly  would be s u b je c t  to  
a l l  the  a r b i t r a r in e s s  th a t  term Im p l ie s .  However, t h i s  ch o ice  o f  a 
measurement s u r ro g a te  Is  defended on the ba s is  o f  i t s  r e la t i v e  ease 
o f  d e te rm in a t io n .  The q u e s t io n  o f  ad jus tm ent f o r  i n f l a t i o n ' s  e f f e c t  
on a sse t v a lu a t io n  is  a p p a re n t ly  n o t cons ide red  In t h i s  p r o je c t ,  but 
re fe re n c e  is  made in  the Issues paper to  the  CASB p r o je c t  on asse t 
v a lu a t io n  d iscussed p r e v io u s ly  in  t h i s  s e c t io n  o f  the  d i s s e r t a t i o n .
A t h i  rd fe a tu re  o f  the  cos t o f  c a p i t a l  compensation process 
would be a d i v i s i o n  o f  c a p i t a l  In to  a t  le a s t  two types : "O p e ra t in g
C a p i t a l "  -  based on net c u r re n t  a s s e ts ,  and " F a c i l i t i e s  C a p i t a l "  -  
based on net book va lu e  o f  f i x e d  a s s e ts .  The b a s ic  d i f f e r e n c e  In 
emphasis would be geared to  cash f lo w s  in  tne case o f  o p e ra t in g  c a p i t a l  
and p ro d u c t io n  c a p i t a l  i n t e n s i t y  in  the  case o f  f a c i l i t i e s  c a p i t a l .  
Separate measurement would be contem plated f o r  each type o f  c a p i t a l .
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The fo u r th  concept proposed t h a t  I d e n t i f y in g  cash f lo w  
a c t u a l l y  a sso c ia te d  w i th  separa te  c o n t ra c ts  be the p re fe r a b le  method 
o f  measurement f o r  o p e ra t in g  c a p i t a l  com pensation . In the  a l t e r n a t i v e  
th e  average amount o f  o p e ra t in g  c a p i t a l  employed by an o rg a n iz a t io n a l  
u n i t  cou ld  be used f o r  a l l o c a t i o n  o f  Imputed in t e r e s t  to  a l l  c o n t ra c ts  
o r  o th e r  f i n a l  c o s t  o b je c t i v e s ,  u t i l i z i n g  some broad base, such as 
t o t a l  c o s t .
The f i n a l  f a c t o r ,  re c o g n iz in g  the  d i f f i c u l t y  o f  a l l o c a t i o n  o f  
f a c i l i t i e s  c a p i ta l  d i r e c t l y  to  c o n t r a c t s ,  would In vo lve  th e  a l l o c a t i o n  
o f  asse ts  f i r s t  t o  "p ro d u c t io n  burden o r  cos t c e n te rs "  and subsequen tly  
an a l l o c a t io n  o f  Imputed in te r e s t  on f a c i l i t i e s  Investm ent to  a l l  c o s t  
o b je c t iv e s  processed by each burden o r  c o s t c e n te r .  E x is t in g  overhead 
bases would be used as the  v e h ic le  f o r  the  Imputed in te r e s t  a l t o c a -  
t  ion .
A p p a re n t ly ,  the  p re se n t favo red  s u r ro g a te  f o r  " r i s k  f r e e "  
in te r e s t  is  the lon g -te rm  fe d e ra l  bo rrow ing  ra te  as measured by an 
average o f  bond y ie ld s  on ta xa b le  t re a s u ry  bonds w i th  m a tu r i t ie s  o f  
ten  years o r  more. No income ta x  e f f e c t  would be cons idered  In 
d e te rm in in g  compensation to  c o n t ra c to rs  and a p p a re n t ly  the use o f  one
ra te  f o r  both o p e ra t in g  and f a c i l i t i e s  c a p i t a l  Imputed In te r e s t
payments would be con tem p la ted . ' '*7
To the e x te n t  th a t  the  lon g -te rm  fe d e ra l  bo rrow ing  ra te  is  
a f fe c te d  by i n f l a t i o n ,  t h i s  process w i l l  o f f e r  some r e l i e f  In
^ 9 " Issues Related to  a P oss ib le  Cost A ccoun ting  S ta n d a rd --
Cost o f  Money as P art o f  Cost o f  C a p i t a l , "  Unpub lished Issues Paper,
(Washington: Cost A ccoun ting  Standards 8oar~, May, 1975), pp. l - 5,
20-24.
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compensating D X  c o n t ra c to rs  f o r  use o f  c a p i t a l  a sse ts  d u r in g  
I n f l a t i o n a r y  t im e s ,  but i t s  prime purpose Is  to  g iv e  re c o g n i t io n  to  
cos t o f  c a p i t a l  v ia  an Imputed in te r e s t  f a c t o r ,  and not to  compensate 
f o r  I n f l a t i o n a r y  e f f e c t s .  There Is c o n s id e ra b le  ev idence th a t  the 
lon g -te rm  in te r e s t  ra te  in  genera l is  la r g e ly  in f lu e n c e d  by 
i n f l a t i o n a r y  e x p e c ta t io n s .  However, the  l i n k  between the p resen t 
replacement cos t o f  c a p i t a l  asse ts  and the  lo n g -te rm  In te r e s t  ra te  
is to o  tenuous to  lo o k  t o  the  process proposed by t h i s  p r o je c t  as a 
s a t i s f a c t o r y  s o lu t io n  to  ad equ a te ly  compensating D00 c o n t ra c to rs  f o r  
c a p i t a l  asse t use.
In summary, th re e  p r o je c ts  o f  the CASB are re la te d  t o  t h is  
d ls s e r t a t I o n .  The p r o je c t  on d e p re c ia t io n  has been d iscussed in 
Chapter I I ,  and the p r o je c t  on c u r re n t  va lue  acco un t in g  is  p re s e n t ly  
a w a it in g  f u r t h e r  developments o r  pronouncements by o th e r  a u th o r ! t a -  
11 ve bod Ie s .
The t h i r d  p r o je c t  in vo lve s  the concept o f  compensation f o r  
c a p i t a l  v ia  an Imputed " r i s k  f r e e "  ra te  o f  in te r e s t  based on net 
book va lue  o f  a s s e ts .  Except as the lon g -te rm  government In te re s t  
ra te  f lu c tu a te d  because o f  p resen t and expected i n f l a t i o n ,  the  proposa l 
would no t d i r e c t l y  be a f fe c te d  by I n f l a t i o n  and Is no t designed to  
be a compensatory dev ice  f o r  i n f l a t i o n ' s  e f f e c t  on th e  replacement 
co s t o f  c a p i ta l  a s s e ts .
THE EXPERIENCE OF FOREIGN COUNTRIES
The U n ited  S ta te s  has o n ly  r e l a t i v e l y  re c e n t ly  begun to  
experience  the e f f e c t s  o f  ra p id  i n f l a t i o n  which have plagued many o f  
the w o r ld 's  economies c o n s is te n t ly  In the  la s t  25 yea rs . The to p ic
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o f  I n f l a t i o n  and I t s  d is a s t ro u s  e f f e c t  on th e  re le va n cy  o f  balance 
sheet f ig u re s  was a hotbed o f  a cco u n t in g  t h e o r e t i c a l  d is c u s s io n  
between World War I and the  Great D epress ion and has been I n t e r m i t ­
t e n t l y  a v ia b le  to p ic  s in ce  then , bu t due to  r e l a t i v e l y  s ta b le  p r ic e s  
In t h i s  c o u n t ry ,  i t  has o f te n  taken a back seat to  more p re s s in g  
accoun t ing  c o n t ro v e rs ie s .  Other c o u n t r ie s ,  no t a f fo rd e d  the lu x u ry  o f  
freedom from r a p id ly  r i s i n g  p r ic e s ,  have had to  g ra p p le  w i th  the 
problem o f  c a p i t a l  asse t v a lu a t io n  on a p ragm atic  b a s is .  A genera l 
idea o f  the r e la t i v e  ra te s  o f  i n f l a t i o n  in s e le c te d  c o u n t r ie s  
versus th a t  experienced by the U n ite d  S ta te s  Is a f fo rd e d  by E x h ib i t  
111-1 -
Three p roba b le  approaches to  ad jus tm en ts  f o r  i n f l a t i o n  a re  
n o rm a lly  cons ide red  re le v a n t .  The f i r s t  d e a ls  w i th  the idea o f  
v a lu in g  f ix e d  asse ts  and in v e n to r ie s  in terms o f  s p e c i f i c  p r ic e  
indexes and a lth o u g h  replacement cos t d e te rm in a t io n  can be done in  
t h i s  manner i t  is  a ls o  done v ia  a p p ra is a ls  o r  in  com b ina t ion  w ith  
o th e r  methods. Th is  method Is no t geared to  measure o r  compensate 
fcr changes in the  pu rchas ing  power o f  money excep t to  the e x te n t  th a t  
changes in  replacement cos ts  o f  s p e c i f i c  a sse ts  correspond w ith  
changes in  the genera l p r ic e  le v e l .  In f a c t ,  the  change in  va lue  o f  
a s p e c i f i c  asse t under t h i s  method cou ld  a c t u a l l y  go in a d i f f e r e n t  
d i r e c t io n  from a change in  the genera l pu rchas ing  power o f  money.
Th is  method p ro b a b ly  re p re sen ts  the  most e f f e c t i v e  measure o f  
s a c r i f i c e  in vo lve d  In the use o f  asse ts  d u r in g  a p a r t i c u l a r  p e r io d ,  
and would be more e q u i ta b le  f o r  use in  compensating DOD c o n t ra c to r s .
I t  I s ,  however, more s u b je c t iv e  than I t s  a l t e r n a t i v e s  and would
EXHIBIT 111-1
CONSUMER PRICE INDEX NUMBERS FOR SELECTED COUNTRIES




1950 1955 1961 1965 1970 1973
Argent i na 109 89 103 159 205 328 755 4639 11557 27979 •  a m
Braz i 1 74 81 105 276 361 379 869 3873 30796 106774 —
Chile 61 83 119 283 446 606 3454 13952 43001 136780 —
F ranee — 149 746 1924 2501 2776 3793 4233 5223 6295
Germany — — 125 134 144 147 170 186 213 251
Italy 107 84 — 2817 4845 4845 5919 6704 8338 9624 11775
Japan — — — 88 369 521 615 697 890 1154 1447
Netherlands 117 99 117 192 205 239 279 273 323 412 510
Sweden 101 96 116 146 157 188 212 259 304 377 455
United Kingdom 103 93 119 132 106 114 149 175 202 252 324
United States 116 96 . A , 1?6 ... *Z_ 186 210 219 .  2ZJ_ 310
United National Statistical Yearbook. 1971, I960, and 
the United Nations). The consigner price indices were 
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The consumer price indices for 1973 were reconverted 





Bureau of the Census), 
table to the base year
Source:
Karen M. Frey, "Survey of Price-Level Accounting in Practice." C.P.A.. XLV, No. 5 
(Hay, 1975), p. 30.
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g e n e r a l l y  r e q u i re  more c l e r i c a l  e f f o r t  t o  a d m in i s t e r .  I t  Is a p p a r e n t ly  
the more common type o f  ad jus tm ent  f o r  I n f l a t i o n  be ing made o r  a l lowed 
a t  p re s e n t .
A second type of adjustment for In fla tio n  involves adjusting 
both assets and l ia b i l i t i e s  for changes In the purchasing power of 
money. I t  is geared generally to a consumer oriented general type of 
index such as the Consumer Price Index, or Gross National Product 
Deflator, etc. I t  Is obviously less subjective In that it  does not 
require Individual asset analysis to establish value, but possesses 
a l l  the p i t f a l ls  of a system which measures in terms of general 
changes with no consideration of the magnitude or direction of value 
changes in the individual assets being valued. This has been the 
approach favored on a supplemental basis by the accounting profession 
in the United States. Unless a change occurs, the FASB apparently 
intends to make this type of supplemental price level reporting 
mandatory by 1976.
A third type of approach would be a valuation system 
u t i l is in g  both specific and general price level valuation. At 
present there are no countries employing this type of valuation 
system, but in the absence of SEC prohibition (a poss ib ility  d is­
cussed previously in this chapter) the United States could be headed 
toward something like this when general price supplemental reporting 
as required by the FASB Is combined with supplemental replacement
^°Karen M. Frey, "Survey of Price-Level Accounting in 
Practice." C .P .A .. XLV, No. 5 (May, 1975), p. 29.
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cost reporting for fixed assets and Inventories as required by the 
SEC.
A summary of present price level accounting practices in the 
United States and selected other countries is presented In Exhibit
m - 2 .
EXHIBIT 111-2
CURRENT PRICE- LEVEL ACCOUNTING PRACTICES
Fixed assets 
are written up 
to account for  
p ric e -le v e 1 
changes e ith er  
annually or on 
occas ion
Inventories are 
written up to 
account for 
p rice -le ve1 
changes e ither  
annual 1y or on 
occasIon
The effects of 
in fla t io n  upon 
financial s tate­
ments are recognized 
e ith er In the basic 
statements or as 
supplementary 
i nformat ion
Argentina Yes No Yes
Braz 11 Yes* No Yes
Chi le Yes* Yes Yes
France No No No
Germany No* No* No
Ita ly No* No No
Japan Nor* No* No
Nethe rlands Yes Yes No
Sweden No No No
United Kingdom No No Yes
United States No* No* No
*The governing authority requires (Yes) or does not permit (No) 
the use of th is practice.
Sou rce:
Karen M. Frey, op. c i t . ,  p. 32,
Latin American countries are frequently mentioned in con* 
nection with the problems of runaway in f la tio n , and Brazil is often 
cited as a country which has achieved some success with indexing of
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bus iness t r a n s a c t i o n s .  The baste  concept  o f  Index ing  In v o lv e s ,  t o  a 
c e r t a i n  e x t e n t ,  an admiss ion o f  w i l l i n g n e s s  t o  l i v e  w i t h  I n f l a t i o n  as 
opposed t o  f i g h t i n g  I t .
I t  Is i n t e r e s t i n g  t o  no te  t h a t  Germany, which has the  bes t  
t r a c k  record o f  c o n t r o l l i n g  i n f l a t i o n  d u r in g  the  1960, s and 1970' s ,  
has made ad jus tm en t  by index I l l e g a l .  T h is  is  a byproduc t  o f  
Germany's exp e r ie nce  In the  1920's where ind ex ing  and g a l l o p i n g  
i n f l a t i o n  c o n t r i b u t e d  t o  a s i t u a t i o n  where workers  were pa id  th ree  
t imes a day and then rushed o u t  to  c o n v e r t  c u r re n c y  I n t o  goods 
im m ed la te ly .^ *
B r a z i l ,  s ince  i t  enacted l e g i s l a t i o n  designed t o  a d ju s t  
h i s t o r i c a l  cos ts  f o r  I n f l a t i o n ' s  e f f e c t  in 196**, has devalued the 
c r u z e i r o  about once eve ry  **0 days. The idea behind t h i s  i s  to  have
con t inuous  " c r a w l i n g  peg" d e v a lu a t io n s  r a t h e r  than much more harsh
I* 2
" j o l t s "  a t  less  f r e q u e n t  i n t e r v a l s .
Adjustments  to  a l l  c o n t r a c t s  and t r a n s a c t io n s  hav ing  a t ime 
d u r a t i o n  are made v i a  an index prepared m onth ly  by the G e t u i l o  
Vargas Foundat ion .  I t  i s  a genera l  weigh ted Index geared t o  p r ic e s
in Guanabra s t a t e .  A we igh t  o f  s i x  Is g iven  t o  the w ho lesa le  p r i c e  
index ,  t h r e e  to  the c o s t - o f - l I v i n g  index,  and one t o  a c o n s t r u c t io n  
co s t  index.
B r a z i l i a n  companies w r i t e  up the  va lue  o f  p l a n t ,  equipment,  
and w ork ing  c a p i t a l  each yea r  and d e p r e c ia t i o n  Is p e rm i t te d  on the
^Raymond F. DeVoe, J r . ,  "Under the  Southern C ro s s , "
F in a n c ia l  A n a ly s ts  J o u r n a l . 30, No. ** ( J u ly /A u g u s t ,  197*0* p. 3*+.
**2 l b i d . ,  p.  38 .
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reva lued  b a s ts ,  w h i l e  the  "p a p e r "  ga ins  on r e v a lu a t i o n  a re  not  ta x a b le  
1f  c a p l t a l I  zed.
The pot I t i c a l / s o c i a l  system o f  B r a z i l  Is  somewhat d i f f e r e n t  
from t h a t  o f  the  U n i te d  S ta tes  In t h a t  ha rs h ,  r e p re s s iv e  c o n t r o l  o f  
p r i c e s  and enforcement o f  the  index ing  system are  accepted as a means 
o f  d e a l in g  w i t h  I n f l a t i o n ,  In a d d i t i o n ,  the ta x  s t r u c t u r e  Is geared 
to  encourage u n f e t t e r e d  c a p i t a l i s m  and tax  b ra cke ts  a re  ad jus ted  and 
lowered a n n u a l l y  by monetary c o r r e c t i o n .  The asse t  v a l u a t i o n  system 
as I t  opera tes  th e re  appears to  be a poor s u b s t i t u t e  f o r  more 
r e a l i s t i c  systems and would do ub t less  f i n d  l i t t l e  a c c e p t a b i l i t y  in 
the p resen t  s o c t o / p o l i t i c a l / e c o n o m i c  env i ronment o f  the Un i ted  S ta te s ,  
excep t  as a s h o r t  term a l t e r n a t i v e  d i c t a t e d  as an admiss ion  o f  an 
i n a b i l i t y  t o  c o n t r o l  ra p id  i n f l a t i o n .  Unless the U n i ted  S ta tes  should 
reach a c o n d i t i o n  where long - te rm  runaway i n f l a t i o n  appears imminent, 
B r a z i l ' s  exper ience  does not  appear to  o f f e r  much gu idance in 
f o r m u la t i o n  o f  a v a lu a t i o n  system f o r  DOD c o n t r a c t o r  compensat ion.
Both the French and Japanese have a l lowed asse t  r e v a lu a t i o n  
In  fo rmer  t imes o f  rap id  i n f l a t i o n  o n ly  to  r e v e r t  t o  h i s t o r i c a l  cos t  
vrfien p r i c e s  became somewhat more s t a b i l i z e d .
France a l lowed  r e v a lu a t i o n  o f  f i x e d  asse ts  d u r in g  the pe r iod  
f o l l o w i n g  World War I t  based on a s e r ie s  o f  government-pub l ished 
c o e f f i c i e n t s  geared t o  who lesa le  p r i c e  indexes f o r  lumber, s te e l  
p roduc ts  and c o n s t r u c t i o n  m a t e r i a l s .
The Plan Comptable, the o f f i c i a l  French acco un t in g  guide 
cons idered  the bas is  f o r  u n i fo rm  a cco u n t in g ,  se t  ou t  cos t  as the 
bas is  f o r  Fixed asse t  v a l u a t i o n  in  1959* and th a t  bas is  f o r
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depreciation has not changed si nee.^3 Although the Plan Comptable 
was not mandatory for a l l  French companies p rior to 1964, I t  was 
adhered to by most of them because of inherent financing and tax 
advantages, and apparently the asset revaluation was successful 
during the period in which i t  was allowed.
Japan enacted its Asset Revaluation Law in April of 1950 to 
provide for adjustment of depreciation available on long-term assets
* il i lIn response to extensive currency in fla tion  following World War I I .
Apparently, substantially a l l  major Japanese companies revalued fixed
assets at that date in accordance with e ither detailed indexes
provided for in the law or In accordance with current purchase or
reproduction costs. The increase in value was reflected in surplus
from revaluation of plant and equipment. The f i r s t  enactment of the
law taxed the revaluation surplus at 6% but la te r revisions
45eliminated the tax on revaluation.
In April of 1963 Japan's Joint Stock Corporation Law 
(Commercial Code) was revised to introduce h istorical cost as a 
basis of asset valuation. A rtic le  285.3 specifies that basis shall
*3An Ita  J. Tyra, Companies Laws and Financial Reporting. West 
Germany. France and the United Kingdom, (Seattle , Washington: 
International Accounting Studies Institu te  and the University of 
Washington, 1971), p. 30.
^Gerhard G. Mueller and Hi roshl-Yoshlda, Accounting Practices 
In Japan. (Seattle , Washington: international Accounting Studies
Institu te  and the University of Washington, 1968), p. 9*
^ " F i n a n c i a l  Effects of Price Level Changes," Account Ing 
Research Study No. 6 . (New York: American Institu te  of Certified
Put!ic Accountants, 1963), pp. 203-204.
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be . . the amount of bargained price of manufacturing cost minus 
reasonable depreciation . . . ,  and f f  an unpredictable dimunltton of 
value arises, such amount shall be d e d u c t e d . A r t i c l e  3^ of the Code 
s t i l l  allows, as a general provision, valuation by current price as an 
upper l im it ,  but other compulsory regulations requiring lower of cost 
or market valuation of fixed assets l im it  any application of current 
value.
Current valuation of assets in Japan appears to have been a 
workable proposition, but Its acceptance appears to have been closely  
aligned to tax advantage. Since much of Japan's accounting theory 
and practical procedures have developed under strong United States 
influences a fte r  World War I I ,  th e ir  experience in dealing with 
previous asset revaluation might be of particu lar value to the United 
States in the present period of rapid In fla t io n .
Asset accounting in Great Brita in  has had considerably more 
latitude than contemporary reporting in the United States. Numerous 
methods of asset valuation have been allowable and combinations of 
valuation methods within the same company are allowable. Both 
general and specific adjustments of h is torica l cost, by index, 
current replacement cost, realizable value of d iffe ren t types, and 
"d irector's  valuation" have been allowed under the 1367 British  
Companies Act.^^
^M uetler , op. c i t . ,  pp. 10-11.
^Michael Greener, "The Companies You Keep," The Accountant ,  
August, 1969, p. 170.
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The Act provides that t f  fixed assets are valued at other
than h is torica l cost, these items of information must be furnished:
years In which assets were severally valued ( i f  known), and the 
several values; names of valuers; th e ir  qualifications; and valua­
tion bases for assets valued during the current fiscal y e a r .^
English accountants have tra d it io n a lly  endorsed a policy of 
not inhibiting accounting development with rig id  standards which 
impose arb itrary  and unfa ir reporting practices.
The Accounting Standards Steering Committee of the Ins titu te  
of Chartered Accountants In England and Wales issued an exposure 
draft in early  1973 en tit le d  "Accounting for Changes in the 
Purchasing Power of Money." I t  provided that companies continue to 
maintain records and issue statements In terms of h is torica l costs, 
and that published reports of quoted companies include supplementary 
balance sheets and income statements adjusted for in fla t io n  via a 
general index geared to the purchasing power of money.**9
The standard was scheduled to become mandatory in 197*+, but
due to the opposition and controversy surrounding i t ,  the government
asked for a delay in issuance. The ASSC decided to issue It  as a 
provisional standard in May, 197*+. In this status i t  Is not 
mandatory, but the committee hoped i t  would be followed by a majority  
of British companies. At the same time the British government set 
up the Sandilands Committee which is presently studying the effects
Morton Backer, assisted by Richard Simpson, Current Value 
Account Inq. (New York: Financial Executives Research Foundation,
1973). p . 260.
^ F re y ,  op. c i t . ,  p. 31.
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o f  i n f l a t i o n  on the economy, v a r io u s  methods o f  a d ju s t i n g  f i n a n c i a l  
s ta tements  f o r  i n f l a t i o n ,  and a d e te rm in a t io n  o f  whether any a d j u s t ­
ments should be made a t  a l l .
The presen t  s t a t e  and f u t u r e  d i r e c t i o n  o f  asse t  v a lu a t i o n  
accoun t ing  in Great B r i t a i n  appears t o  be In about as much con fus io n  
as is the U n i te d  S ta te s .  T h e i r  genera l  o r i e n t a t i o n  appears t o  
p a r a l l e l  t h a t  o f  the FASB p o s i t i o n  in endo rs ing  genera l  p r i c e  leve l  
ad jus tments  by index,  and I suspect  t h a t  any immediate developments 
w i l l  be c l o s e l y  watched by the accoun t ing  p r o fe s s io n  in the  Un i ted  
S ta te s .  The f a c t  t h a t  i n f l a t i o n  has been much more severe in B r i t a i n  
than the Un i ted  S ta tes  would seem t o  argue f o r  g r e a te r  re levance  o f  
genera l  p r i c e  leve l  a d ju s tm e n ts ,  but the f a c t  t h a t  the Sand(lands 
Committee is  s tu d y in g  the q u e s t io n  o f  whether genera l  p r i c e  leve l  
acco un t in g  has any use fu lne ss  a t  a l l  suggests t h a t  th e re  is  s e n t i ­
ment In B r i t a i n  to  suppor t  the  SEC's p o s i t i o n  o f  q u e s t io n in g  i t s  
re levance .
The exper ience  o f  Great B r i t a i n  In asse t  v a l u a t i o n  has not 
embraced any c o n s is te n t  methodology which de v ia ted  from h i s t o r i c a l  
c o s t .  Consequent ly ,  the procedures and th e o ry  invo lved  have been 
f r a c t i o n a t e d  to  the p o in t  o f  be ing lu d ic r o u s .  Rev is ions  o f  asset 
va lues  d id  not  have any e f f e c t  f o r  tax  purposes,  and I suspect t h i s  
has c o n t r i b u t e d  to  the lack o f  co n s is te n c y .
The lack  o f  con s is te n c y  has a ls o  g ive n  r i s e  to  a un ique type 
o f  o r g a n i s a t i o n  c a l l e d  The Centre f o r  I n t e r f i r m  Comparisons ( IFC) .
Over 2,000 E ng l ish  companies in 75 in d u s t r i e s  have u t i l i s e d  I t s  
s e rv ic e s  to  compare t h e i r  own performances w i t h  those o f  o th e r  
companies in the same in d u s t r y .  By u t i l i s i n g  a s e r ie s  o f  r a t i o s
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IFC prepares a diagnostic report for each subscriber company, a f te r  
the company has furnished extensive background information about 
i ts e l f  and Its  operations. Included in the background information 
are questions concerning products, plant capacity u t i l iz a t io n ,  sales, 
order mix, d istribution methods, number of employees, and considerable 
financial data.
IFC procedures require reporting of fixed assets at current 
replacement values and extensive procedures have been developed to 
insure uniform asset revaluation.50
A detailed study of the asset valuation procedures u t i l iz e d  
by IFC could be of value to DOD In contractor asset compensation, 
since these procedures are not the by-product of etherlal academic 
speculation, but rather the result of a process which has had to 
demonstrate pragmatic economic results in order to survive.
IFC furnishes its  clients with tables such as that shown 
in Exhibit 111~3. All operating assets are reported to IFC except 
intangibles, sublet property, property not intended to be used for  
current trading purposes, loose tools, consumable stores, stocks 
of fue l, cash and investments. Plant and equipment items are 
revalued in accordance with the table. Marginal cost of assets 
acquired in each year, which are s t i l l  in use, is listed in column 
two. The index figures listed in column three are prepared for IFC
by The London Economist's s ta t is t ic a l  department. Separate 
replacement cost composite indexes are constructed for each industry. 
Straight line depreciation is used with a 10% rate applicable to
5°Backer, op. c i t . ,  pp. 2 3 0 -2 t i l .
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EXHIBIT 111-3 
IFC PLANT AND MACHINERY REVALUATION TABLE
Deprec fa ted 
Value a t
Costs a t  D e p re c ia t io n  C u r ren t
Year Cost Index C u r ren t  P r ice s  Fac to r  P r ices
Up to
1957 1.35 0.07
1958 1 . 1*2 0. 13
1959 1.^0 0.20
I 960 1 A o 0.27
1961 1.31 0.33
1962 I .23 0 .4 0
1963 1.21 0 A 7
I96A 1. 13 0.53
1965 1. 15 0.60
1966 1. 11 0.67
1967 1. 0-j 0.73
1968 1.07 0 .8C
1969 1.02 0.87
1970 1 .00 0.93
T o t a ! s
Source:
Morton Backer, a s s is te d  by R ichard Simpson, op. c l t . ,  p. 282.
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p la n t  and mach ine ry ,  even though a I5~year l i f e  has been demonstrable 
on most machinery In t h a t  i n d u s t r y .  The 10% ra te  r e f l e c t s  a n t i c i p a ­
t i o n  o f  more ra p id  te c h n o lo g ic a l  change than has been p r e v io u s ly  
expe r ienced .  Other a p p l i c a b le  ra tes  u t i l i z e d  are f u r n i t u r e  and
o f f i c e  equipment— IC%, motor  v e h i c l e s - - 20%, and e l e c t r o n i c  data
5 ]
p rocess ing  equipment — 20%.
The t r a d i t i o n a l  asse t  v a lu a t i o n  ju r i s p r u d e n c e  o f  Great 
B r i t a i n  would not appear t o  o f f e r  much o f  va lue  t o  00D because o f  
I t s  la ck  o f  c o n s is te n c y ,  but  the expe r ience  o f  The Centre f o r  
I n t e r f i r m  Comparisons in e x t r a c t i n g  u n i f o r m i t y  from d iv e rs e  asset  
acco un t ing  t rea tm en t  cou ld  p rov ide  v a lu a b le  i n s i g h t  to  000 in 
f o r m u la t i n g  an e q u i t a b le  c o n t r a c t o r  asse t  v a l u a t i o n  program.
Probab ly  the " b e s t "  examples o f  p r a c t i c a l  use o f  rep 1 acer>ient 
va lue  a p p l i c a t i o n  t o  p l a n t  and equipment are observed in the 
N e the r lands .  Replacement va lue  accoun t ing  has found w ide r  acceptance 
here than in any o th e r  m a jo r  western wor ld  economy, and t h i s  is  in
s p i t e  o f  i t s  u n a c c e p t a b i l i t y  f o r  income tax purposes.
There are some ma jo r  d i f f e r e n c e s  between the accoun t ing  
environment in the Nether lands and the Un i ted  S ta tes  which have 
a l lowed an e a s ie r  acceptance o f  replacement va lue  by the Dutch.
The Nether lands economy has been dominated by a r e l a t i v e l y  
small  nur ?r o f  targe f i r m s ,  w h i le  the Un i ted  S ta tes  economy
o b v io u s ly  is comprised o f  a la rge  nun>ber o f  w id e ly  d i v e r s i f i e d
I n d u s t r i e s .  Consequent ly ,  f i n a n c i a l  r e p o r t i n g  in the Un i ted  S ta tes  
has been o r ie n te d  toward a narrowing o f  a l t e r n a t i v e  accoun t ing
51 I b i d .  , p p .  ^ 2 - 28^ .
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practices in order to furnish the Investor with more comparable in te r­
company information.
In the Netherlands, conversely, reporting has been closely 
aligned with Individual firm informattonal needs and In ter-f irm  
comparability has not been stressed. There are no "generally 
accepted accounting princip les", nor is there at present or In past 
history any more than a broad, mildly prescriptive, leg is lative  
regulation of accounting.
The Dutch accounting profession, while widely respected for 
its  in tegrity , a b i l i t y ,  and leadership In the development of forward 
accounting practice and theory, is oriented toward a pragmatic 
"In-service" type of professional tra in ing , and only about 10% of 
the profession's licensed members are university graduates. Members 
of the profession are trained primarily by the Netherlands Institu te  
of Accountants through a series of 12 examinations and about 10 years 
of intensive part-time study combined with practice.
A trad ition  of fierce independence, especially from income 
tax law influence, combined with the strong influence of some widely 
respected professors (particu larly  Professor Theodore Limperg) has 
created an accounting environment where replacement value accounting 
has flourished.
Replacement value as envisioned by Limperg is not an 
anticipatory concept of future asset values as endorsed by Chambers, 
but rather the actual cost of replacement of an asset at current
^Gerhard G. Mueller, Accounting Practices in the Netherlands. 
(Seattle, Washington: University of Washington, 19627, pp. 1-6.
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p r i c e s .  Based on the economic p r i n c i p l e  t h a t  the same good a t  the 
same moment has the same v a lu e ,  Limperg argues th a t  the use o f  two 
I d e n t i c a l  machines purchased a t  d i f f e r e n t  cos ts  should each be 
recogn ized a t  I d e n t i c a l  replacement c o s t s ,  as a measure o f  va lue  
s a c r i f i c e d  in use o f  the machines. He e n v is io n e d  a con t inuous  stream 
o f  va lues  f l o w in g  i n t o  and ou t  o f  the f i rm  and argues t h a t  once 
enmeshed In t h i s  income stream the va lue  o f  an a s s e t ' s  use should be 
measured by the va lue  o r  replacement cos t  o f  p u t t i n g  th a t  asset  back 
in to  the  stream.
P ro fe sso r  Limperg argues th a t  replacement cos t  as determined 
in a buying m arke t ,  as opposed to  a s e l l i n g  m a rke t ,  is re le v a n t  f o r  
va lue  d e te r m in a t io n .  Inheren t  in t h i s  v iew is  the assumption o f  
c o n t i n u i t y  o f  the f i r m  and replacement o f  asse ts  in k in d .  Many 
t h e o r e t i c i a n s  would p o i n t ’ t h i s  ou t  as a d e f i c i e n c y  in h i s  th e o ry ,  
i n d i c a t i n g  th a t  ne t  r e a l i z a b l e  va lue  o f  asse ts  is a more p e r t i n e n t  
concept from the s ta n d p o in t  o f  management d e c is io n  making,
Bedford and McKeown b e l ie v e  th a t  both net r e a l i s a b l e  va lue 
and replacement cos t  are im po r ta n t  concepts to  management, w i th  
replacement cos t  be ing more re le v a n t  in the e a r l y  years o f  an a s s e t ' s  
l i f e  spectrum and being g r a d u a l l y  supplemented and then supp lan ted  by 
net r e a l i z a b le  va lue as an asse t  reaches the end o f  i t s  l i f e . ' * * *
r  n
PJAbrar,t Mey, On the A p p l i c a t i o n  o f  Business Economics and 
Replacement Value Account ing  in the~N ether' land'sV ( S e a t t le , 'W a s h in g to n :  
I n t e r n a t i o n a 1 Accoun t ing  S tud ies  I n s t i t u t e  and the U n i v e r s i t y  o f  
Washington, 1370), pp. 7“ d.
5*+Nor ton M. Bedford and James C. McKeown, 1'Comparat ive 
A n a ly s is  o f  Net R e a l is a b le  Value and Replacement C o s t i n g , "  The 
Account ing  Review, XLV I I ,  No. 2 ( A p r i l ,  197^), pp. 336-J37.
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The d i r e c t  r e l a t i o n s h i p  between in c re a s in g  age o f  an asse t  and the  
p r o b a b i l i t y  o f  te c h n o lo g ic a l  obsolescence lends su p po r t  t o  t h i s  v iew .  
They a l s o  p o in t  ou t  the need t o  e v a lu a te  new asse ts  which may p ro v id e  
the same s e rv ic e s  more cheap ly  than o ld  a s s e ts ,  and the need t o  be 
aware o f  a r i s e  In the va lu e  o f  a l t e r n a t i v e  s e r v ic e s  con ta ined  in an 
e x i s t i n g  asse t*
O b v io u s ly ,  an asse t  v a l u a t i o n  system adopted by D00 would 
have to  c o n s id e r  t h i s  problem In d e a l in g  w i t h  c o n t r a c t o r  compensat ion 
f o r  use o f  o l d e r  a s s e ts .
The P h i l i p s  Company (N. V. P h i l i p s  G lo le la m p e n fa b r ie k e n ) , one 
o f  the l a r g e s t  i n d u s t r i a l  e n t e r p r i s e s  In the w o r ld ,  has been q u i t e  
success fu l  in a d o p t in g ,  w i t h  some v a r i a t i o n ,  the t h e o r ie s  o f  Limperg 
on asse t  replacement cos t  v a l u a t i o n .  P ro fe sso r  A. Goudeket w ro te  an 
a r t i c l e  in i960 o u t l i n i n g  the fe a tu re s  o f  P h i l i p s 1 system o f  asse t  
v a l u a t i o n  u t i l i z i n g  replacement va lue  th e o ry .  He was a t  t h a t  t ime 
c h i e f  i n t e r n a l  a u d i t o r  f o r  P h M ip s ,  and the company a l re a d y  had a 
h i s t o r y  o f  succe ss fu l  i n t e g r a t i o n  o f  replacement c o s t  a t  v i r t u a l l y  
a i l  l e v e l s . 55 By 1975 a number o f  o th e r  companies in the Nether lands 
had adopted replacement co s t  asse t  v a l u a t i o n ,  bu t  P h i l i p s  remains 
the o u ts ta n d in g  w o r ld  example o f  i t s  a p p l i c a t i o n .
P h i l i p s '  system o f  accoun t in g  u t i l i z e s  s p e c i f i c  index a d ju s t *  
ment f o r  cos ts  o f  goods s o ld ,  I n v e n to r i e s ,  and f i x e d  asse ts  and 
d e p r e c ia t i o n ,  but  u t i l i z e s  a genera l  cos t  o f  l i v i n g  Index f o r  
monetary Items and c re a te s  a loss v i a  "excess te c h n o lo g ic a l  p r i c e
55A. Goudeket. "An A p p l i c a t l o n  o f  Replacement Value T h e o ry , "
The Journa l  o f  Accountancy, ( J u l y ,  I9 6 0 ) ,  pp.
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f a l l "  In i n v e n to ry  r e v a l u a t i o n . ^  The o v e r a l l  goal o f  the acco un t in g  
process is  to  insu re  the maintenance o f  " t h e  pu rchas ing  power o f  
s t o c k h o ld e r ' s  e q u i t y " ,  but the methods u t i l i z e d  d e v ia te  c o n s id e ra b ly  
from the "common d o l l a r "  pu rchas ing  power ad jus tm ent  o f  assets 
recommended by the AICPA tn Statement No. 3 anti Research Study No. 6 .
The company develops i t s  own replacement cos t  indexes f o r  
p la n t  and equipment u t i l i z i n g  such c r i t e r i a  as t rends  in c o n s t r u c t io n  
cos ts  per square fo o t  f o r  d i f f e r e n t  types o f  b u i l d i n g s  and I n q u i r i e s  
to  machinery and equipment s u p p l i e r s ,  as w e l t  as P h i l i p s '  c u r r e n t  
purchases and m a nu fa c tu r in g  c o s ts  o f  these i t e m s . ^7 I f  i n d i v i d u a l  
machines are not c a te g o r i z a b le  in a homogenous group,  they  are 
i n d i v i d u a l l y  re va lue d .  There e x i s t s  w i t h i n  the P h i l i p s  organ i /.at ion 
a separa te  department which f u n c t i o n s  a lo ng s id e  the purchas ing  and 
cos t  acco un t ing  depar tments in o rd e r  t o  f o l l o w  p r i c e  le ve l  t rends  
and make t h i s  In fo rm a t io n  a v a i l a b l e  to  the acco un t ing  department f o r  
asse t  r e v a lu a t i o n .
The indexes are reviewed a n n u a l l y  and when s i g n i f i c a n t  
change is i n d ic a t e d ,  the  va lues o f  asse ts  are charged in p la n t  
ledgers  and o th e r  records  to  r e f l e c t  the rev ised  v a lu a t i o n .  The 
o f f s e t t i n g  c r e d i t s  are charged t o  accounts w i th  such t i t l e s  as 
" R e v a lu a t io n  Reserve-~Land, B u i l d i n g s ,  Machinery  and Equipment" and 
"R e v a lu a t io n  Reserve --D w e11ing Houses", e t c .  At the same t ime the 
asset  is  reva lued ,  accumulated d e p r e c ia t i o n  is increased to  r e f l e c t
•*^Reg S, Gynther ,  Accoun t ing  f o r  P r ic e -L e v e l  Changes ~ Theory 
and P rocedures . (O x fo rd ,  England: Pergammon P re s j , 1966), p. 2257”
57E. W. K e r fo o t ,  Accoun t ing  f o r  Changes in Money Value-~A 
P r a c t i c a l  A p p l i c a t i o n , (Sydney, A u s t r a l i a :  A u s t r a l i a n  I n s t i t u t e
o f  Cost A ccoun tan ts ,  I 9 6 I ) ,  pp. 38-39.
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the  r e v a lu a t i o n  v i a  a charge a g a in s t  the  a fo rem ent ioned  reserve 
accounts .  T h is  p a r t i c u l a r  aspect  o f  the process d e v ia te s  from 
L im perg 's  th e o ry  in t h a t  he would have the r e v i s i o n  o f  p r i o r  d e p re c ia ­
t i o n  charged a g a in s t  income r a th e r  than the R e v a lu a t io n  Reserve.
In p e r iod s  o f  d e c l i n i n g  p r i c e s  a reverse  procedure is  
fo l lo w e d  w i t h  one except i o n - - i n  the even t  o f  complete exh aus t ion  o f  
the R e v a lu a t io n  Reserve accoun t ,  f u r t h e r  decreases are charged a g a in s t  
income. Th is  is  s t r i c t l y  due t o  a r a th e r  a r b i t r a r y  P h i l i p s '  r u le  
p r o h i b i t i n g  d e b i t  ba lances in R e va lu a t io n  Reserve accoun ts .  Gynther 
observes t h i s  is  poor the o ry  and i n c o n s i s t e n t ,  a rgu in g  t h a t  what
eg
a p p l ie s  on an economic upswing should a ls o  app ly  on a downswing.
The c u r r e n t  pe r io d  d e p r e c ia t i o n  charge is  then computed on 
the re v ise d  replacement va lue  bas is  and reduces c u r r e n t  p e r io d  income 
a c c o r d in g l y ,  g i v i n g  P h i l i p s '  management a more e f f e c t i v e  measure o f  
economic s a c r i f i c e  invo lve d  in the use o f  the f i x e d  a s s e t .
A d d i t i o n a l  cos t  o f  maintenance o f  such a replacement cos t  
system would o b v io u s ly  be a c r i t i c a l  c o n s id e r a t io n  in any p o t e n t i a l  
a d o p t io n  by DOD f o r  purposes o f  c o n t r a c t o r  compensation. In a 
s e r ie s  o f  i n te r v ie w s  w i th  e x e c u t iv e s  a t  P h i l i p s ,  Morton Backer d i s ­
cerned t h a t  no separa te s tudy  o f  a d d i t i o n a l  cos ts  o f  the system had 
been under taken and th a t  P h i l i p s  d id  not  i s o l a t e  the cos ts  p e c u l i a r  
to  the system. However, i t  was po in te d  out  th a t  modern accoun t ing  
methods and computers have reduced these cos ts  to  a minimum. In 
a d d i t i o n  the P h i l i p s  e x e c u t iv e s  in te rv ie w ed  e n t h u s i a s t i c a 11y endorsed 
the system and f e l t  t h a t  any a d d i t i o n a l  cos ts  o f  g e n e ra t in g  the
^ G y n t h e r ,  op. c i t . ,  pp. 2j 5 _ 236.
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replacement cos t  I n fo rm a t io n  were f a r  outweighed by b e n e f i t s  de r ived  
from the system, p a r t i c u l a r l y  in the areas o f  management d e c is io n s  on 
resource a l l o c a t i o n ,  performance e v a lu a t i o n ,  and p r i c e  d e t e r m ln a t i o n . 59 
Since most DOD c o n t r a c t o r s  a re  p ro ba b ly  go ing  t o  be fo rced  
to  deve lop a t  le a s t  a rud im en ta ry  system capable o f  d e te rm in in g  asset 
replacement cost  due to  the new SEC r u l e ,  the a d d i t i o n a l  cos t  o f  
r e f i n i n g  the system in  o r d e r  t o  develop more s o p h i s t i c a te d  in fo rm a t io n  
w i t h  c o n s id e ra b ly  more manager ia l  va lue  should c l e a r l y  be in v e s t i g a te d .
I f  i n f l a t i o n  con t inues  a t  a ra te  which mandates ad jus tm en ts ,  
and i f  the SEC unaud i ted  fo o tn o te  requ irement  is  a p re c u r s o r  o f  more 
s o p h i s t i c a t e d  replacement cos t  r e p o r t i n g ,  p rope r  p la n n in g  o f  a 
replacement cos t  system now w i l l  be o f  tremendous va lue  in deve lop ing  
subsequent requ i red  in fo rm a t io n  systems.
Summarizing, i t  apoears th a t  the expe r ience  o f  those fo r e ig n  
c o u n t r ie s  who have faced rampant i n f l a t i o n  such as B r a z i l  would o f f e r  
l i t t l e  to  D00 c a p i t a l  asset  compensat ion th e o ry  o r  p r a c t i c e .  T h e i r  
e f f o r t s  have been l a r g e l y  in the d i r e c t i o n  o f  genera l  index type 
a d jus tm e n ts ,  o f t e n  born o f  d e s p e ra t io n  economics. A d d i t i o n a l l y ,  the 
p o l i t i c a l ,  soc io /economic  environment o f  the Un i ted  S ta tes  would not 
g e n e r a l l y  t o l e r a t e  the harsh re p re s s iv e  measures u t i l i s e d  by many o f  
these c o u n t r i e s .
Although Japan is not  p r e s e n t l y  a l l o w in g  asset  r e v a lu a t i o n ,  i t  
has u t i l i s e d  asset r e v a lu a t i o n  based on both s p e c i f i c  indexes and 
a p p ra is a ls  in  p r i o r  t imes under a n a t io n a l  asse t  r e v a lu a t i o n  law.
59[Jacker,  op. c i t . ,  p.  2^2.
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Since much o f  Japan 's  p resen t  accoun t in g  th e o ry  and p r a c t i c e  is  a 
by -p ro duc t  o f  c lose  a f f i l i a t i o n  w i t h  the  Un i ted  S ta tes  a f t e r  World 
War I I ,  a more d e t a i l e d  s tudy  o f  Japan 's  expe r ie nce  cou ld  be o f  va lue  
t o  DOD In deve lop ing  an asse t  r e v a lu a t i o n  system.
Great B r i t a i n  Is p r e s e n t l y  a l l o w in g  asse t  r e v a lu a t i o n ,  but no 
c o n s i s te n t  p a t t e r n  o f  methodology e x i s t s  t h e re .  A un ique I n s t i t u t i o n  
In Great  B r i t a i n ,  The Centre f o r  I n t e r f i m  Comparisons, has developed 
techniques f o r  c r e a t i n g  u n i f o r m i t y  and cu r rency  in asset  v a l u a t i o n ,  anc 
f u r t h e r  i n v e s t i g a t i o n  o f  i t s  approach cou ld  g ive  i n s i g h t  t o  DOD in 
f o r m u la t i n g  an e q u i t a b le  compensation system i n c o r p o r a t i n g  u n i f o r m i t y  
and replacement cos t  v a l u a t i o n .  '
The P h i l i p s  Company in the Nether lands appears to  ho ld  most 
promise in o f f e r i n g  guidance to  DOD in deve lop ing  an asset  re v a lu a ­
t i o n  system based on replacement c o s t .  i t  has opera ted t h i s  type o f  
system on a w o r ld -w ide  p r a c t i c a l  ba s is  f o r  many yea rs ,  and P h i l i p s '  
e x e c u t iv e s  r e a d i l y  a t t e s t  t o  the p r a c t i c a b i l i t y  and va lue  o f  the 
system. Asset va lues  are a c t u a l l y  a d ju s te d  down to  the le v e l  o f  
p l a n t  ledge r ,  and t h i s  would be o f  b e n e f i t  in  the area o f  asset  va lue  
v e r i f i c a t i o n  which would have to  be a p a r t  o f  any DOD adopted system.
The ma jor  o b s ta c ie  to  be overcome by DOD in any ad op t ion  o f  
P h i l i p s '  replacement cos t  system would be the s u b j e c t i v i t y  o f  
company developed indexes. In o rd e r  to ach ieve c o n s is te n c y  and 
e q u i t y  In c o n t r a c t o r  compensation, th e re  would have to  be u n i f o r m i t y  
in u n d e r ly in g  procedures f o r  development o f  replacement cos t  indexes 
by d i f f e r e n t  companies.
An a l t e r n a t i v e  approach s i m i l a r  to  t h a t  o f  B r i t a i n ' s  Cent re 
f o r  I n t e r f i r m  Comparisons would be t o  c rea te  a comparable o r g a n is a t io n
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charged w i t h  r e s p o n s i b i l i t y  f o r  development o f  replacement va lue 
indexes , and t o  r e q u i re  any d e v ia t i o n  from the indexes in  asse t  
v a l u a t i o n  t o  be j u s t i f i e d  by a c tu a l  exper ience  demonstrab le to  
c o n t r a c t  a u d i t o r s .
PRAGMATISM, THE INDUCTIVE APPROACH 
AND THE CURRENT ENVIRONMENT
The p h i lo s o p h ic a l  concept o f  pragmatism is  bound up w i th  the 
idea o f  an ongo ing ,  d e ve lo p in g ,  e v o lu t i o n a r y  w o r ld .  Any d i s c i p l i n e  
th a t  hopes to  p rogress  must concede a c e r t a i n  amount o f  v a l i d i t y  to  
t h i s  concept .
As Pr ince  s ta te s :
The pragmat ic  approach emphasises the rea l  w o r ld .  The 
o b j e c t i v e  is  f o r  a l i  t h e o r ie s  to  square w i th  the rea l  w o r ld .  
Whenever one admits  th a t  a problem e x i s t s ,  he recogn ises th a t  
a g iven  th e o ry  o r  group o f  t h e o r ie s  is  not com pat ib le  w i th  
the rea l  w or ld - -D ew ey 's  p ro b le m a t ic  ap p roach .6^
The l a s t  s ta tement g ives  a f a i r l y  adequate e v a lu a t io n  o f  the 
c u r r e n t  accoun t in g  env ironment regard ing  asscL use v a lu a t i o n  
p rocedures .  The o ld  th e o r ie s  and procedures c l e a r l y  no longer  come 
c lose  to  being com pa t ib le  w i t h  the rea l  w o r ld .  Balance sheet f i g u re s  
have become l a r g e l y  meaningless in the face o f  rap id  i n f l a t i o n ,  and 
consequent ly  hove rendered even less meaningless any s o r t  o f  
a l l o c a te d  o e p r e c ia t i o c  based on h i s t o r i c a l  c o s t .
Our asset v a l u a t i o n  " r i t u o ) s M c ry  out  f o r  more meaningfu l  
p rocesses.  The ph i lo sop hy  o f  p rag-in t i sm sets  cu t  exper ience  as the
^ T h u n u s  R. P r in c e ,  Ex tens ion  o f the bouncer ics  o f  Accoun t ing  
Th eo ry , ( C i n c i n n a t i ,  O l io :  South-Western P u b l i s h in g  Company, l>6 j ) ,
p.  23.
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beginning of knowledge. Yet, we are faced with only disastrous 
experience in asset upward revaluation In th is country during the 
1920's, followed by a prohibition against further acquisition of 
experience in asset upward revaluation since that time.
The o n ly  l e g i t im a t e  e x e rc is e  o f  genera l  asse t  upward 
r e v a lu a t i o n  has been in the t h e o r e t i c a l  t r e a t i s e s  o f  academe, th e re ­
by e f f e c t i v e l y  r u l i n g  out an i n d u c t i v e l y  developed th e o ry  o r  procedure 
o f  asse t  v a l u a t i o n  in  t h i s  c o u n t r y .  With  the e x c e p t io n  o f  the 
supplementary  genera l  p r i c e  leve l  r e p o r t i n g  encouraged by APB 
Statement No. 3, the re  has been p r a c t i c a l l y  rio o p p o r t u n i t y  f o r  
development o f  asse t  r e v a lu a t i o n  exper ience  by ma jo r  c o r p o r a t io n s  In 
the Un i ted  S ta te s .
A p pa re n t ly  most m a jo r  c o r p o r a t io n s  have not seen s u f f i c i e n t  
va lue in the general  p r i c e  le v e l  type ad jus tment  to  j u s t i f y  the 
a d d i t i o n a l  cos t  o f  i t s  com pu ta t ion ,  and ye t  the FASB proposes t o  make 
t h i s  type o f  r e p o r t i n g  mandatory in 1976.
The d e d u c t iv e  approach t o  deve 1 opr,tent o f  asset  use v a lu a t i o n  
th e o ry  has had f u l l  command o f  the arena f o r  over  of) years  and has 
re s u l te d  in a f u t u r e  course a p p a re n t ly  acce p ta b le  . ; a i n l y  to  the 
t h e o r e t i c i a n s  ra th e r  than p r a c t i t i o n e r s .
Thayer, in d is c u s s in g  pragmat ism, p o in t s  out  th a t  "Running 
through a l l  na tu re  and e f f e c t i n g  the fu n c t io n  o f  every n a tu ra l
/  I
a c t i v i t y  are two p r i n c i p l e s :  those o f  c o n t i n u i t y  and i n t e r a c t i o n . " ^
The p r i n c i p l e  o f  c o n t i n u i t y  has been e v id e n t  in asset  use v a lu a t i o n
S .  Thayer ,  The Logic  o f  P r a g m a t i s t . :  A n  Examination o f
John Oewey's L o g i c ,  ( N e w  York: Humanit ies P ress ,  1 9 5 2 ) , p . 17.
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d u r in g  the l a s t  *tO y e a rs ,  but the p r i n c i p l e  o f  I n t e r a c t i o n  has 
p u rpo se ly  been thwar ted  in the area o f  asse t  r e v a lu a t io n  because o f  
f e a r  engendered by p r i o r  unhappy expe r ie nce .
Much as a c h i l d  who has had a narrow escape from drowning 
w i l l  develop an in o r d in a te  fe a r  o f  w a te r ,  I b e l ie v e  the accoun t ing  
p r o fe s s io n  In the U n i te d  S ta tes  has a l lowed the exper ience  o f  the 
1920's t o  i n o r d i n a t e l y  c o l o r  ou r  r e a c t io n  to  asset  r e v a lu a t i o n  in a 
n e g a t ive  way. In most o th e r  a reas ,  acco un t ing  the o ry  has been 
developed l a r g e l y  v ia  the in d u c t i v e  approach, but in t h i s  one area 
e x a c t l y  the o p p os i te  has been t r u e .
A l though i t  has been fa s h io n a b le  in c e r t a i n  areas o f  acacerne 
r e c e n t l y  to  dep lo re  the in d u c t i v e  approach in the development o f  
a cco un t ing  th e o ry  and to  argue s t r o n g l y  f o r  d e d uc t ive  reason ing in 
development o f  acco un t ing  p r i n c i p l e s ,  I b e l ie v e  both approaches are 
e s s e n t i a l .  Quot ing F landers :
In d u c t i v e  and deduc t ive  methods are sometimes represented 
as m u tu a l l y  e x c lu s iv e  methods o f  a n a l y s i s ,  but they are ra th e r  
p o la r  p o s i t i o n s  from which to  v iew the s c i e n t i f i c  method.
A p u re ly  deduc t ive  a n a ly s i s  would s t a r t  wi l i i  p o s tu la te s  and 
d e f i n i t i o n s  and end w i t h  the lo g ic a l  imp I i c a t i o n s  o f  the 
changes in the v a r ia b le s  . . .  A p u re ly  i n d u c t i v e  a n a ly s i s  
would s t a r t  w i t h  o b se rv a t io n s  o f  conc re te  -.ata th a t  would 
be g e n e ra l ize d  in terms o f  a p r i n c i p l e . ^
There is  one no tab le  except inn to  the lack o f  exper ience  in 
the Uni ted  S ta tes  rega rd ing  asset  v a lu a t io n  which depar ts  f ro : ;  
h i s t o r i c a l  c o s t .  Under the leade rsh ip  aac guidance o f  P ie r re  F. 
Goodr ich ,  i t s  la te  p r e s id e n t ,  and w i th  the co o p e ru t io n  o f
^ D i . i g h t  F lande rs ,  Science and Soc ia l  Sc ience , (Champaign, 
I l l i n o i s :  S t ip e s  P u b l i s h in g  Co.,  1 (J b j )  , pp. j 1 •
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Leonard Spacek o f  A r t h u r  Anderson & C o . ,  the Ind iana  Telephone 
C o rp o ra t io n  began r e p o r t i n g  e f f e c t s  o f  i n f l a t i o n  on I t s  f i n a n c i a l  
s ta tements  in 195**.
From 195^ th rough 1968 i n f l a t i o n a r y  e f f e c t s  on te lephone 
p l a n t  and d e p r e c ia t i o n  expense o n ly  were presented as in fo rm a t io n  
supplementa l  t o  the  f i n a n c i a l  s ta tem e n ts .  From 1969 to  the p resen t  
t im e ,  the methodology recommended in  APB Statement No. j  has been 
f o l l o w e d ,  w i t h  the e x c e p t io n  th a t  p r i c e  le v e l  change e f f e c t s  on long­
term debt and p r e fe r r e d  s to c k  have been r e f l e c t e d  in  the yea r  o f  
debt  and s tock  re t i r e m e n t  o n ly .
The FASB s o l i c i t e d  comments on i t s  expe r ience  from Ind iana 
Telephone C o rp o ra t io n  and a d e t a i l e d  response was fu rn is h e d  on 
A p r i l  k ,  197^. Dur ing  the course o f  my research I w ro te  t o  Miss 
Helen S c h u l te ,  the p r e s id e n t  o f  the c o r p o r a t i o n ,  who succeeded Mr. 
Goodr ich a t  h i s  death ,  and she ve ry  g r a c io u s ly  responded and 
fu rn is h e d  me a copy o f  the  re p o r t  made t o  the f'ASB.
I t  is  i n t e r e s t i n g  to  note t h a t  u n t i l  13G^ t Ind iana Telephone 
C o rp o ra t io n  a d ju s te d  asse t  va lues  v i a  a s p e c i f i c  index made f o r  the 
te lephone i n d u s t r y  and ITC by Ear l  C a r t e r ,  a r e g is te r e d  p r o fe s s io n a l  
e n g in e e r .  The index was a " r e p r o d u c t io n  new" replacement cos t  type 
c o n s id e r in g  supp ly  and demand, te c h n o lo g ic a l  improvements, and 
obsolescence.
There is no ment ion  in the re p o r t  o f  d i s s a t i s f a c t i o n  w i th  
t h i s  index,  o n ly  the o b s e rv a t io n  th a t  in IjG*; a change was made to  
the Gross N a t io na l  Product I m p l i c i t  P r ice  D e f l a t o r  in o r ^ - j r  t o  measure 
the o v e r a l l  change in the genera l  p r i c e  l e v e l .  In f a c t ,  the p o s i t i v e  
s ta tement Is maoe, " T h is  s p e c i f i c  index made f o r  the te lephone
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In d u s t r y  r e f l e c t e d  these o th e r  c o n s id e r a t i o n s "  (supp ly  and demand, 
t e c h n o lo g ic a l  improvements and o b s o l e s c e n c e ) . ^
The change from s p e c i f i c  replacement cos t  to  genera l  p r i c e  
le v e l  ad jus tm ents  c o in c id e d  a p p ro x im a te ly  w i t h  the p u b l i c a t i o n  in 
1963 o f  Accoun t ing  Research Study No. 6 ,  which o b v io u s ly  took a dim 
v iew o f  ad jus tm ent  v i a  s p e c i f i c  index f o r  f i n a n c i a l  s ta tement 
r e p o r t i n g ,  I b e l ie v e  i t  would be f a i r  t o  i n f e r  th a t  the change was 
made p r i m a r i l y  to  conform to  the recommendations o f  ARS No. 6,  
r a th e r  than due to  a d i s s a t i s f a c t i o n  w i t h ,  o r  i n a b i l i t y  to  o b t a in ,  
replacement cos t  indexes.
A much s t ro n g e r  endorsement o f  genera l  p r i c e  le ve l  accoun t in g  
ad jus tments  coupled w i th  a d e n u n c ia t io n  o f  s p e c i f i c  ad jus tm ents  was 
made by A rc h ie  Monroe, C o n t r o l l e r  o f  Exxon C o rp o ra t io n .  Exxon has 
conducted some exper iments  In a p p l i c a t i o n  o f  the p r i n c i p l e s  con ta ined  
in a p r e - p u b l i c a t i o n  d r a f t  o f  APB Statement No. 3 p r i m a r i l y  w i th  
i t s  a f f i l i a t e ,  Im per ia l  Oi l  L im i te d  o f  Canada, and Exxon's p r e ­
decessor ,  Humble O i l  & R e f in in g  Co.
C i t i n g  the premise th a t  " r e t u r n  on investment is  the most 
u se fu l  and mean ing fu l  end use o f  p r i c e - l e v e l  s ta te m e n ts , "  he judges 
replacement cost  o r  c u r r e n t  va lue  asset  acco un t ing  to  be too 
s u b je c t i v e  f o r  p r a c t i c a l  use. Among the q ues t ions  he con s id e rs  are 
replacement in k in d ,  rep 1acemcnL w i th  more expensive out more 
e f f i c i e n t  a s s e ts ,  no replacement a t  a l l ,  ne t  e x i t  v a lu e ,  and
63t . A lan R u s s e l l ,  "CommonLs by Ind iana Telephone C o rp o ra t io n  
on R epor t ing  the E f f e c t s  o f  General P r i c e -L e v e l  Changes in F in a n c ia l  
Statements t o  the  F in a n c ia l  Accoun t ing  S t a n d a r d  Board ,"  (Seymour, 
Ind ian a ,  A p r i l  A, I97M» p* 7*
130
dismant lement c o s ts .  He does not go In t o  g r e a t  d e t a i l  re ga rd ing  the 
e x te n t  to  which Exxon a c t u a l l y  pursued replacement c o s t ,  but 
a p p a re n t ly  the b u lk  o f  I t s  exper iments  cen tered  around genera l  p r i c e  
leve l  ad jus tm e n ts ,  and 1 get  the Impression th a t  replacement cos t  
v a lu a t i o n  was ra th e r  summari ly d isp a tc h e d ,  so a t t e n t i o n  cou ld  be 
devoted t o  the p r a c t i c a l  mechanics o f  g a th e r in g  general  p r i c e  le ve l  
ad justment da ta .
Exxon d id  develop a s h o r t - c u t  method o f  la y e r in g  asset 
a c q u i s i t i o n s  by year i n v o lv in g  the use o f  a d d i t i o n s  and d is p o s a ls  a t  
the summary leve l  on an assumed F i f o  b a s is ,  the reby  a v o id in g  the 
a n a ly s is  o f  thousands o f  r e c o r d s . F u r t h e r  i n v e s t i g a t i o n  o f  t h i s  
procedure cou ld  g ive  v a lu a b le  I n s i g h t  t o  DOD In the p r a c t i c a l  
mechanics o f  r e s t r u c t u r i n g  c o n t r a c t o r  asse t  records In any re v a lu a ­
t i o n  process adopted.
In summary, t h i s  s e c t io n  has looked a t  some Ideas o f  
pragmatism in r e l a t i o n  to  asset  v a l u a t i o n  th e o ry  and p r a c t i c e  in the 
Uni ted S ta te s .  The u n fo r t u n a te  expe r ience  o f  the 1920's has 
engendered a th e o ry  development based p r i m a r i l y  on a de duc t ive  
approach and l a r g e l y  devo id  o f  any c u r r e n t  p r a c t i c a l  exper ience .
The genera l  p r i c e  le v e l  supplementary  ad jus tments  recommended 
by APB Statement No, 3 a re  l a r g e l y  a r e s u l t  o f  th a t  approach, and 
have no t  been e n t h u s i a s t i c a l l y  accepted by the p r a c t i c i n g  accoun t ing  
p ro fess  ion.
^ A r c h i e  L. Monroe, "Exper im en t ing  w i t h  P r ic e -L e v e l  
A c c o u n t in g , "  F in a n c ia l  E x e c u t i v e , XLI1 ,  No. 12 (December, 197*0 > 
pp. 38-*+9.
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The Ind iana Telephone C o rp o ra t io n  appears t o  be the so le  
n o ta b le  e x ce p t io n  to  a la ck  o f  p r a c t i c a l  e xp e r ie nce .  I t  u t i l i z e d  
replacement cos t  asse t  v a lu a t i o n  in supplementary r e p o r t i n g  u n t i l  
196*+ and then s im u l ta n e o u s ly  w i th  the p u b l i c a t i o n  o f  ARS No. 6 
switched to  genera l  p r i c e  leve l  ad ju s tm e n ts .  A p p a re n t ly  a d e s i r e  to  
conform to  ARS No. 6 r a th e r  than d i s s a t i s f a c t i o n  w i t h  the replacement 
cos t  index prompted the change.
Exxon C o rp o ra t io n  conducted some exper iments  in asse t  
r e v a lu a t io n  r e p o r t i n g  in connec t ion  w i t h  i t s  Canadian a f f i l i a t e ,  
Im per ia l  O i l  L im i te d  o f  Canada. A p p a re n t l y ,  replacement cos t  v a lu a ­
t i o n  was ra th e r  summari ly  d ismissed in fa v o r  o f  c o n c e n t ra t i o n  on 
a p p l i c a t i o n  o f  genera l  p r i c e  leve l  ad jus tm en ts .
An aoequate development o f  accoun t ing  the o ry  anu p r a c t i c e  
demands both the  in d u c t i v e  anJ deduc t ive  approaches.  The requ irement 
o f  replacement cos t  r e p o r t i n g  by the SEC w i l l ,  I b e l ie v e  p ro v id e  the 
impetus to  c o r r e c t  the imbalance in approach to  the o ry  and p r a c t i c e  
in t h i s  area o f  asset  v a l u a t i o n ,  and a l l o w  .j development o f  knowledge 
based on exper ience as id e a l i s e d  in the pragmat ic  p h i lo s o p h y .
SUMMARY
This chap te r  lias examined the exper ience  o f  v a r io u s  groups in 
d e a l in g  w i th  i n f l a t i o n a r y  e f f e c t s  on asse t  a c - o u n t in g .  T e n ta t i v e  
conc lus ion s  were a l s o  drown as to  b e n e f i t  t o  be de r iveu  from t h e i r  
exper ience  in adop t ion  o f  any asset  r e v a lu a t io n  system by D00 f o r  
purpose o f  c o n t r a c t o r  ipensa t ion .
Ar. i n t e r e s t i n g  x e p a r tu rc  from h i s t o r i c a l  cos t  In DOD 
c o n t r a c t o r  ju r i s p ru d e n c e  occurred when a l i n e  a f  R en eg o t ia t ion  Boa re
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cases were s u c c e s s f u l l y  appealed t o  the Tax C ou r t .  They invo lved  
p r i m a r i l y  the  a l lowance  o f  r e s ta te d  asset va lues In r e l a t i o n  to  
excess ive  p r o f i t  d e c is io n s  under the R e n e g o t ia t io n  Acts  o f  19^2 and 
1951* The Boeing and North American case imputed a va lue t o  an 
i n t a n g ib l e  labe led  as m a nu fa c tu r in g  "know-how" equal to  the va lue o f  
a l l  o th e r  asse ts  combined. However, the  c o u r t  doubled net worth 
r a t h e r  than asse t  book va lue in o rd e r  t o  render d e c is io n s  o f  no 
excess ive  p r o f i t s ,  based on a comparison w i t h  the unad jus ted re tu rn  
ra tes  o f  50 contemporaneous companies. The O f fn e r  case fo l lo w e d  
n e x t ,  aga in  a l l o w in g  the e x is te n c e  o f  the i n t a n g ib l e  m a nu fa c tu r in g  
know-how, but f o l l o w i n g  a more t h e o r e t i c a l l y  c o r r e c t  course o f  
adding the book va lu e  o f  the asse ts  to  net wor th  r a th e r  than 
in c re a s in g  net wor th  by some m u l t i p l e  o f  i t s e l f .
The la s t  case in the  d e c is io n  l i n e  ignored the qu es t ion  o f  
unrecorded i n t a n g ib le s  in f a v o r  o f  ad jus tment o f  a l lo w a b le  ra tes  o f  
r e tu r n  due t o  r e l a t i v e  change in the mix o f  c o n t r a c t o r  versus 
government-owned c a p i t a l  a sse ts .
The importance o f  these cases t o  any proposed DOD asset  
r e v a lu a t i o n  proposal  l i e s  in t h e i r  precedent o f  a l l o w in g  the 
e x is te n c e  o f  asset  va lues  d i f f e r e n t  from the h i s t o r i c a l  c o s t /  
a l l o c a t i o n  d e p r e c ia t i o n  b a s is .  The d e v ia t i o n  from h i s t o r i c a l  cost  
was not  r e a l l y  re fu te d  in the l a s t  case in the l i n e ,  and the asset 
r e v a lu a t io n  process was a p p a r e n t ly  ignored p r i m a r i l y  due to  the 
d i f f i c u l t y  o f  v a lu in g  i n t a n g ib l e s .  The cases do not o f f e r  much in 
the way o f  p r a c t i c a l  guidance in asse t  v a l u a t i o n  procedures and indeed 
ev idence some p o s s ib le  m isunders tand ing  o f  rud im entary  accoun t ing  
procedures on the p a r t  o f  the Tax C ou r t .  The obv ious lesson here Is
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t h a t  any DOD asse t  v a lu a t i o n  system must be c l e a r l y  d e l in e a te d  i f  i t  
Is t o  s u r v iv e  the m i n i s t r a t i o n s  o f  a r b i t r a t o r s  who may be w e l l  
grounded in law o r  a d m i n i s t r a t i v e  d i s c i p l i n e ,  but l a c k in g  in un der ­
s tand ing  o f  acco un t ing  processes and th e o ry .
Next the  I n t e r n a l  Revenue S e rv ic e ,  the S e c u r i t i e s  and 
Exchange Commission, and the c u r r e n t  le g a l  env i ronment were examined.
Var ious  IRS concepts o f  " f a i r  market v a lu e "  were d iscussed 
and eva lua te d  in the l i g h t  o f  r e la te d  In te rn a l  Revenue Code p r o ­
v i s i o n s ,  r e g u la t i o n s ,  r u l i n g s  and cases.  The IRS exper ience  in 
c u r r e n t  v a l u a t i o n  o f  assets is  o r ie n te d  to  j u d i c i a l  I n t e r p r e t a t i o n  
and does not appear to  o f f e r  much to  DOD in f o m u  1 a t  i ng an asse t  
v a lu a t i o n  system f o r  c o n t r a c t o r s .
The SEC's i n c r e a s in g l y  a c t i v e  r o le  in development o f  acco un t in g  
th e o ry  and p r a c t i c e  was no ted ,  and i t s  t r a d i t i o n a l  approach o f  
adherence to  h i s t o r i c a l  cost  in asset v a lu a t i o n  was d iscussed .  The 
apparent  d i s t a s t e  f o r  general  p r i c e  le v e l  ad jus tments  on the p a r t  
o f  SEC C h ie f  Accountant  Burton was d iscussed a long w i th  h i s  apparent 
a f f i n i t y  f o r  replacement c o s t .
The SEC's d e c is io n  t o  re q u i re  r e p o r t i n g  replacement cos t  o f  
f i x e d  asse ts  by means o f  an unaud i ted  fo o tn o te  was not announced 
w i t h  a g rea t  deal o f  f a n fa r e ,  but I b e l ie v e  i t  represents  the most 
s i g n i f i c a n t  development in asset  v a lu a t i o n  r e p o r t i n g  in the l a s t  5® 
years in the Un i ted  S ta te s .  My own f e e l i n g  is th a t  t h i s  procedure 
Is the p rec u rs o r  o f  f u l l  sca le  replacement cos t  s ta tem ents ,  and SEC's 
Burton has im p l ie d  t h i s .
Consequent ly ,  any 00D system o f  asset  r e v a lu a t i o n  w i l l  have 
to  deal w i th  t h i s  concept in the f u t u r e .
The c u r r e n t  leg a l  env i ronment was d iscussed n e x t ,  a long w i t h  
the  t re n d  t o  s h i f t  r e s p o n s i b i l i t y  f o r  d e te rm in a t io n  o f  " f a i r M asse t  
r e p o r t i n g  away from the p r o fe s s io n a l  accoun tan t  and i n t o  the  hands 
o f  the layman. Fa c to rs  s u r rou nd in g  l i a b i l i t y  f o r  f a i l u r e  to  re p o r t  
" f a i r "  va lue  o f  asse ts  were d iscussed ,  and the n o n - a v a i l a b i l i t y  o f  
r e l i a n c e  on " g e n e r a l l y  accepted a c c o u n t in g  p r i n c i p l e s "  as a defense 
was no ted .  Lack o f  s ta tement  reader s o p h i s t i c a t i o n  and t im in g  
In fo rm a t io n  re lease  were a l s o  d iscussed .
An awareness o f  a l l  these f a c t o r s  w i l l  be im por tan t  t o  a D00 
asse t  r e v a lu a t i o n  system, but  the assumption th a t  the p re se n t  lega l  
env i ronment has abandoned h i s t o r i c a l  cos t  and g e n e r a l l y  accepted 
a cco u n t in g  p r i n c i p l e s  in f a v o r  o f  c u r re n t  va lu e  r e p o r t i n g  would be 
unwarranted.
The th ree  CASB s tu d ie s  re la te d  t o  t h i s  d i s s e r t a t i o n  were 
then d iscu ssed .  The f i r s t ,  d e a l i n g  w i t h  d e p r e c i a t i o n ,  was d iscussed 
In Chapter  I I ,  and the second c o v e r in g  c u r r e n t  va lue  a ccoun t in g  is 
a p p a r e n t l y  a w a i t in g  developments by o th e r  a u t h o r i t a t i v e  bod ies .  A 
te lephone In t e r v ie w  w i t h  the p r o j e c t  d i r e c t o r  was d iscussed a long 
w i t h  h i s  assessment o f  p robab le  f u t u r e  d i r e c t i o n  o f  the p r o j e c t .  The 
t h i r d  s tudy  which dea ls  w i t h  a proposed method o f  compensation o f  
c o n t r a c t o r s  f o r  c a p i t a l  use was d iscussed in d e t a i l .
The proposed method o f  u t i l i z i n g  compensation v i a  imputed 
" r i s k  f r e e "  i n t e r e s t  ra tes  would be a s tep  toward e q u i t a b le  
compensation, but I t  is  geared to  a " c o s t  o f  money" concept r a th e r  
than a d i r e c t  measure o f  i n f l a t i o n a r y  e f f e c t s .
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I t  would be based on book va lue  o f  as s e ts ,  and excep t  as 
I n f l a t i o n  a f f e c t e d  the lo n g - te rm  government i n t e r e s t  r a t e ,  the 
procedure would not o f f e r  a d ju s ted  compensation f o r  i n f l a t i o n .
The expe r ie nce  o f  v a r io u s  f o r e i g n  c o u n t r i e s  In a d ju s t i n g  asse t  
v a l u a t i o n  f o r  i n f l a t i o n a r y  e f f e c t s  was nex t  e x p lo re d .
Those c o u n t r i e s  which had s u f f e re d  the most c h ro n ic  ra tes  o f  
I n f l a t i o n  a p p a r e n t ly  had le a s t  to  o f f e r  In guidance t o  a D00 asset 
v a l u a t i o n  system, s in ce  t h e i r  ad jus tm ents  were o f t e n  based on a 
genera l  consumer index type approach t i e d  to  e x c e s s iv e ly  re p re ss ive  
c o n t r o l s  not  g e n e r a l l y  t o l e r a b l e  In a more dem ocra t ic  s o c ie t y .
Japan a p p a r e n t l y  s u c c e s s f u l l y  u t i l i z e d  an asse t  v a lu a t i o n  
system based on a n a t io n a l  law. Since much o f  Japan 's  accoun t ing  
th e o ry  and p r a c t i c e  are  a by -p ro duc t  o f  i t s  c lose  a s s o c ia t i o n  w i th  
the U n i te d  S ta tes  s ince  World War I I ,  a d e t a i l e d  s tudy o f  Japan's  
exper ience  cou ld  b e n e f i t  DOD in development o f  an asset  v a l u a t i o n  
system.
The exper ience  o f  Great B r i t a i n  has not been c o n s is te n t
*
enough t o  be o f  much va lue  to  DOD, but  i t  has developed The Centre f o r  
I n t e r f i r m  Comparisons whose techn iques and expe r ience  in c r e a t in g  
u n i f o r m i t y  and c u r r e n t  va lues  f o r  asse ts  should be s tu d ied  f u r t h e r .
The exper ience  o f  the Nether lands and in p a r t i c u l a r  the 
P h i l i p s  Company were e xp lo re d  la s t  and show most promise o f  o f f e r i n g  
u s e fu l  p ragm at ic  guidance t o  DOD in deve lop ing  an asset  v a lu a t i o n  
system based on replacement c o s t .  The cho ice  o f  replacement cos t  has 
been g iven  much more a u t h o r i t y  s ince  the SEC's announcement th a t  i t  
w i l l  r e q u i re  replacement cos t  f i x e d  asset  r e p o r t i n g  in unaud i ted  
fo o tn o te  form.
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Since most DOD c o n t r a c t o r s  w i l l  have t o  develop a t  le a s t  a 
ru d im en ta ry  system to  meet t h i s  re qu i re m en t ,  i t  appears t h a t  deve lop ­
ment o f  a we 11-o rg a n ize d  replacement cos t  system u t i l i z i n g  the 
P h i l i p s  Company's approach would in t e g r a t e  w e l l  w i t h  both DOD and 
SEC requ i rem en ts .  In a d d i t i o n ,  the development o f  more s o p h i s t i c a te d  
replacement cos t  s ta tements  in  the f u t u r e ,  i f  r e q u i re d  by the SEC, 
would be g r e a t l y  f a c i l i t a t e d .
F i n a l l y ,  t h i s  c h a p te r  looked a t  some aspects  o f  the ph i lo sophy  
o f  pragmatism and the i n d u c t i v e  and d e d u c t iv e  approaches to  theo ry  
development in r e l a t i o n  to  the c u r r e n t  asse t  v a lu a t i o n  env i ronm en t .
The p a u c i t y  o f  p ragm at ic  exper ience  in asse t  r e v a lu a t i o n  In 
the Un i ted  S ta tes  was d iscussed ,  a long w i t h  the s i n g le  n o ta b le  
exc e p t io n  o f  Ind iana  Telephone C o r p o r a t i o n ' s  e x p e r ie nce .  Th is was 
fo l lo w e d  by some d is c u s s io n  o f  Exxon's exp e r im e n ts ,  and i t  was noted 
th a t  Exxon r a th e r  summari ly  d ism issed replacement cos t  a p p a re n t ly  
w h i le  ITC u t i l i z e d  I t  ve ry  s u c c e s s f u l l y  p r i o r  t o  a change t o  genera l  
p r i c e  le ve l  ad jus tm ents  to  conform to  recommendations In ARS No. 6 .
The f i n a l  c o n c lu s io n  o f  the ch a p te r  was th a t  both in d u c t i v e  
and d e du c t ive  approaches to  development o f  asset  v a l u a t i o n  theory  
and p r a c t i c e  are necessary t o  adequa te ly  cope w i th  i n f l a t i o n .
CHAPTER IV
"COST" VERSUS "PROFIT"
Th is  chap te r  examines some aspects  o f  a p e c u l i a r  communicat ion 
problem which has a r i s e n  in con nec t ion  w i th  an a t tempt  on the p a r t  o f  
DOD t o  compensate I t s  c o n t r a c t o r s  f o r  a t  le a s t  a p a r t  o f  the cos t  o f  
fund ing  c a p i t a l  a c q u i s i t i o n .
With  the I n t r o d u c t i o n  o f  Defense Procurement C i r c u l a r  No. 107 
in December o f  1972* an a t tem p t  was made to  o f f e r  the c o n t r a c t o r  
compensation f o r  increased c a p i t a l  fund ing  cos ts  v i a  a l lowance o f  a 
p r o f i t  fo rm u la  element c a lc u la te d  on c a p i t a l  u t i l i z e d .  P r a c t i c a l l y  no 
use was made o f  t h i s  p r o v i s i o n  even though i t  was Intended t o  be ve ry  
a t t r a c t i v e  to  c o n t r a c t o r s .
A p pa re n t ly  the re lu c ta n c e  to  u t i l i z e  t h i s  D P C  No. 107 p ro ­
cedure was re la te d  to  the labe l  o f  " p r o f i t "  p laced on the compensa­
t i o n  e lement .  T r a d i t i o n a l l y  " c o s t "  in a n e g o t i a t i o n  process is  
f a i r l y  w e l l  de f in e d  and not n e a r l y  as su b je c t  t o  v o l a t i l i t y  as is the 
concept o f  " p r o f i t " .  In a d d i t i o n  th e re  Is ev idence th a t  c o n t r a c t o r s  
feared d isp lacement  o r  re d u c t io n  o f  o th e r  p r o f i t  fo rmula  elements i f  
t h i s  c a p i t a l  compensation e lement was a l lowed as p a r t  o f  " p r o f i t " .
The t r a d i t i o n a l  acco un t ing  concepts o f  " c o s t "  and " p r o f i t "  are 
compared and c o n t ra s te d  to  economic concepts o f  the same two terms, 
and some general conc lus ions  are drawn as to  t h e i r  semantic o r i e n t a ­
t i o n .  Along w i t h  t h i s  the communicat ions concepts o f  " tw o -v a lu e d "
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versus " m u l t i - v a l u e d "  and " TntensIona I "  versus "e x ten s Io n a  I "  o r i e n t a ­
t i o n s  a re  d iscussed .
F i n a l l y ,  DPC No. 107 is  d iscussed in terms o f  I t s  semant ic 
o r i e n t a t i o n  and the proposed rev ised  c a p i t a )  compensation procedures 
o u t l i n e d  in the CASB p r o j e c t  on c a p i t a l  compensation, p r e v io u s ly  
d iscussed In Chapter I 11 o f  t h i s  d i s s e r t a t i o n ,  are examined.
ARISTOTELIAN LOGIC AND "TWO-VALUED" ORIENTATION
The p h i lo s o p h ic  system o f  A r i s t o t l e  has had g re a t  i n f lu e n c e  
on the development o f  western c i v i l i z a t i o n  and, consequen t ly ,  on ou r  
communicat ion processes and though t  p a t t e r n s .  Among the t r a i t s  o f  an 
" A r i s t o t e l i a n  o r i e n t a t i o n "  have been a two-va lued " c e r t a i n t y "  o f  
" f a c t "  and " r e a l  i t / 1 in v iew ing  eve n ts ,  peop le ,  p laces  and t h in g s .
Three bas ic  p r i n c i p l e s  u n d e r l i e  t h i s  o r i e n t a t i o n :  the law
o f  I d e n t i t y  (A is A ) ,  the law o f  the exc luded m idd le  ( a l t  t h in g s  are
e i t h e r  A o r  not A) ,  and the law o f  n o n - c o n t r a d i c t i o n  (no th in g  is  both
A and not A ) .*
The n a tu ra l  consequence o f  t h i s  o r i e n t a t i o n  c a r r i e s  over
s u b t l y  i n t o  the way in which we c a te g o r iz e  words or  phrases com­
municated t o  us, or  those we cor.imun i ca te  to  o th e rs .  We tend to  v iew 
eve n ts ,  peop le ,  p laces  and th in g s  in an " e i t h e r / o r "  c o n te x t ,  and 
perhaps even more so in  a ccoun t in g  where the basic accoun t ing  equa t ion  
o f t e n  leads us to  v iew t r a n s a c t io n  elements as e i t h e r  a " d e b i t "  o r  
" c r e d i t "  type  e n t r y  in connec t ion  w i th  a decrease o r  increase in an
^S. I .  Hayakawa, Language In Thought and A c t i o n , (New York: 
H a rc o u r t ,  Brace and World”  I n c . ,  196V)"," pT 2V2.
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a s s e t ,  or; a l i a b i l i t y ,  0£  a c a p i t a l  e lem en t ,  o r  some com b ina t ion  o f  
these t h in g s .
There is  a c e r t a i n  s e c u r i t y  in the i l l u s i o n  th a t  p a r t i c u l a r  
terms have u n iv e r s a l  meaning, o r  t h a t  a term a p p l ie d  to  a p a r t i c u l a r  
phenomenon c l e a r l y  d i s t i n g u i s h e s  I t  from o th e r  phenomena. Thus we 
imagine in the best A r i s t o t e l i a n  t r a d i t i o n  th a t  the term " c o s t *1 se ts  
l i m i t s  on t h a t  c la ss  o f  acco un t ing  phenomena which w i l l  c l e a r l y  
exc lude them from th a t  ca te g o ry  o f  acco un t ing  phenomena recogn izab le  
as " p r o f i t " .  We seek to  r e in f o r c e  t h i s  i l l u s i o n  by " d e f i n i n g "  terms 
so t h a t  a l l  can c l e a r l y  " s e e "  t h a t  about which we speak.
Thus us ing  A r i s t o t l e ' s  approach we cou ld  s ta t e  t h a t :  cos t  is
co s t ;  a t h in g  is  c l e a r l y  e i t h e r  cos t  o r  not c o s t ;  and, f i n a l l y ,  
no th ing  can be cos t  and not cost  a t  the same t im e .  The same s o r t  o f  
process cou ld  be used t o  he lp  us s o r t  out ou r  t h i n k i n g  about " p r o f i t " .  
U n fo r t u n a t e l y ,  t h i s  s o r t  o f  thought  process does o f t e n  lead us i n t o  
d e c is io n s  based on " l o g i c " ,  where in a c t u a l i t y  our  d e c is io n s  have 
been based on a set  o f  ru le s  govern ing  co n s is te n c y  In the use o f  
language, r a th e r  than d e te rm in a t io n  o f  s ta tement accuracy .
A l f r e d  K o rzybsk i ,  who devoted much o f  h i s  l i f e  t o  s tu d y ing  
the e f f e c t s  o f  A r i s t o t l e ' s  p h i lo s o p h ic  system on the thought  processes I
o f  western man, developed a r e v i s i o n  o f  A r i s t o t l e ' s  system to  make i t  
a p p l i c a b le  to  man's o r i e n t a t i o n  to  " l i f e "  a l l  about him. Korzybski 
viewed A r i s t o t l e ' s  system as a more o r  less s a t i s f a c t o r y  m e thodo log ica l  
approach on a macroscopic  leve l  f o r  s c i e n t i f i c  work in A r i s t o t l e ' s  t lm e . ^
^ A l f r e d  K o rzyb sk i ,  Science and S a n i t y . ( L a k e v i l l e ,
C onnec t icu t :  The I n t e r n a t i o n a l  N o n - A r i s t o t e l i a n  L ib r a r y  P u b l is h in g
Company, 1958), p.  XL.
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Both Korzybsk i  and Hayakawa would agree t h a t  two-va lued  lo g ic  
is  an In va lu a b le  dev ice  In vocabu la ry  o r d e r  c r e a t i o n  and main tenance.  
Converse ly ,  each would agree th a t  two-va lued  o r i e n t a t i o n  In a t t e m p t in g  
t o  d is c e rn  and d e sc r ibe  r e a l i t y  is  o f t e n  f a t a l  t o  the communication 
p rocess.  Both would a l s o  argue f o r  a m u l t i - v a l u e d  o r i e n t a t i o n  
c h a ra c te r i z e d  by an a b i l i t y  t o  p e rc e iv e  o b je c t s  o r  events  in terms 
o f  m u l t i p l e  v a lu es .  The concept  o f  a range o f  v a lu e s ,  d i s t i n c t i o n s ,  
and p o s s ib le  courses o f  a c t i o n  Is in h e re n t  in t h i s  o r i e n t a t i o n .
The d i f f i c u l t y  o f  a c h ie v in g  a m u l t i - v a l u e d  o r i e n t a t i o n  in 
communication is  obv io us .  We want t o  labe l  t h i n g s ,  peop le ,  even ts ,  
e tc *  in o rde r  to  be ab le  to  f e e l  c o m fo r ta b le  about  what e f f e c t  they 
w i t )  have on ou r  own e x is te n c e .  The remark is  sometimes heard th a t  a 
s u p e rv is o r  is  hard on h i s  su b o rd ina tes  but " a t  le a s t  you always know 
where you stand w i t h  h im . "  Or c o n v e rs e ly ,  a s u p e rv is o r  is  de r ided  
f o r  v a c i l l a t i o n  in r e l a t i o n s  w i th  s u b o rd In a te s ; i . e . ,  "you never know 
what h i s  mood w i l l  be, one day sweetness and l i g h t ,  the next complete 
a d v e r s i t y  f o r  no apparent  re ason . "
We seem t o  p r e f e r  harsh " r e a l i t y "  many t imes to  a k in d e r  
nebulousness. Th is  seems to  have been the case in  connec t io n  w i t h  the 
compensatory dev ice  employed in DPC No. 107. The i n t e n t i o n  was to  
o f f e r  the c o n t r a c t o r  compensation f o r  the fund ing  o f  c a p i t a l ,  but when 
the dev ice  employed was labeled " p r o f i t " ,  i t  was immedia te ly  r e je c te d  
as not being in t h a t  c a te go ry .  C o n t ra c to rs  a p p a r e n t ly  were no t  w i l l i n g  
t o  expand t h e i r  d e f i n i t i o n  o f  " p r o f i t "  to  take a m u l t i - v a l u e d  o r i e n t a ­
t i o n  and inc lude  the compensatory dev ice  proposed.
The a l t e r n a t i v e  (and a p p a re n t ly  the re  must always be the o th e r  
s ide  o f  the c o in )  would have been to  labe l  the compensatory dev ice  as
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" c o s t " .  Tak ing A r i s t o t l e ' s  approach we cou ld  have sa id  " c o s t  Is  c o s t " ,  
and a compensatory payment f o r  f u n d in g  o f  c a p i t a l  would have been 
exc luded .  F u r th e r  i f  a t h in g  Is c l e a r l y  e i t h e r  cos t  o r  no t  c o s t ,  
then we would have to  exc lude  the compensatory de v ice  because I t  does 
no t  f i t  the c l a s s i c a l  concept  o f  m a n u fa c tu r in g  c o s t ,  and f i n a l l y  i f  
i t  i s  no t  c o s t ,  i t  c a n ' t  be co s t  a t  the same t im e .
Thus A r i s t o t l e ' s  l o g ic  would have led us to  the c o n c lu s io n  
o f  the  dev ice  no t  be ing c o s t .  The two-va lued  o r i e n t a t i o n  would have 
led us f u r t h e r  t o  the p o i n t  where the c o n t r a c t o r s  s ta te d  " t h e  dev ice  
is  no t  p r o f i t ,  t h e r e f o r e ,  i t  must be c o s t , "  w i t h  00D I n s i s t i n g  j u s t  
as a g g re s s iv e ly  the oppos ing v ie w p o in t  t h a t  " t h e  de v ice  Is c l e a r l y  
not c o s t ,  rhe r e fo re  f t  must be p r o f i t . "
Th is  I s ,  o f  cou rse ,  e x a c t l y  what happened w i t h  the 
p r e d i c t a b le  r e s u l t s  o f  DOO p rom u lg a t in g  the  procedure and the 
c o n t r a c t  rs s t e a d f a s t l y  r e f u s in g  t o  accept  I t .
Th is  s e c t i o n ,  in  summary, has looked a t  some fe a tu re s  o f  the 
A r i s t o t e l i a n  p h i lo s o p h y  which have led much o f  our  western  wor ld  
t h i n k i n g  t o  be couched In terms o an " e i t h e r / o r "  o r i e n t a t i o n ,  which 
cou ld  be labe led  " tw o - v a lu e d " .  A long w i t h  t h i s  the Idea th a t  
accoun tan ts  in p a r t i c u l a r  are wont to  c l a s s i f y  e v e n ts ,  p la c e s ,  
t r a n s a c t i o n s ,  e t c .  in a un ique c o n t e x t ,  and t h a t  a l a t i t u d e  o f  va lues 
is  uncom fo r tab le  f o r  us was e x p lo re d .
Beyond t h i s  i t  was noted t h a t  DPC No, 107 was cas t  in  a two­
va lued mode which r e a l l y  l e f t  no room f o r  acceptance o f  the opposing 
p o in t  o f  v iew by e i t h e r  c o n t r a c t o r s  o r  DOO.
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"INTENSIONAL" AND "EXTENSIONAL" Oft IENTATI ON
There appears to  be a u n iv e r s a l  tendency on the p a r t  o f  men t o  
seek Imprisonment o f  r e a l i t y  In t h e i r  own d e s c r i p t i o n  o f  i t .  As 
Hayakawa observes ,  one o f  the  p r i n c i p l e  tasks  human beings concern 
themselves w i t h  is  t h a t  o f  p r o t e c t i n g  themselves from the w o r ld  by 
sc reen ing  ou t  d is a g re e a b le  I n f o r m a t i o n . ^  Couple t h i s  w i t h  a u n iv e rs a l  
yea rn in g  t o  ach ieve  s t a b i l i t y  In the face  o f  a " p r o c e s s "  o r  c o n s t a n t l y  
changing r e a l i t y ,  and the re lu c ta n c e  o f  both c o n t r a c t o r  and DOD to  
d e v ia te  from preconce ived  n o t io n s  o f  " c o s t "  and " p r o f i t "  i s  r e a d i l y  
unders tood.
To Inc lude  the new c a p i t a l  compensatory dev ice  in  the ca tego ry  
o f  " c o s t "  Im p l ie s  f o r  DOD d e v i a t i o n  from the t im e  honored conven t ion  
o f  not making a d i s t i n c t i o n  in  the c o s t  o f  p roduc ing  two I d e n t i c a l  
p roduc ts  because one Is produced v i a  borrowed c a p i t a l  and the o th e r  
v i a  owned c a p i t a l .
Converse ly ,  t o  c a te g o r i z e  the new compensatory dev ice  as 
" p r o f i t "  c l e a r l y  Is a d is a g re e a b le  a l t e r n a t i v e  f o r  the c o n t r a c t o r  who 
views t h i s  as the f i r s t  s tep  in  d i s t u r b i n g  o th e r  t r a d i t i o n a l  p r o f i t  
fo rm u la  e lements  o r  perhaps s h i f t i n g  o t h e r  Items from the more 
r e a d i l y  a l l o w a b le  ca te g o ry  o f  cos t  t o  the  more deba tab le  ca tego ry  
o f  p r o f i t .
Thus the terms " c o s t "  and " p r o f i t "  a p p a r e n t ly  have d i f f e r e n t  
meanings to  the d i f f e r e n t  groups based on what is most germane to  each
4 !■ ■
^Hayakawa, op. c l t . ,  p. I I I .
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group .  Yet we o f t e n  make the assumption th a t  a term as used by the 
sender o f  a communication has e x a c t l y  the same meaning in the  hands 
o f  the r e c e i v e r .  Hayakawa has observed t h i s  " h a b i t u a l  co n fu s io n  o f  
symbols and t h in g s  symbo l ized"  and counte red  w i t h  the adm on i t ion  
" t h e  word is  not  the t h i n g . T h i s  idea is  p a r t i c u l a r l y  im por tan t  
when the " t h i n g "  we are t r y i n g  t o  communicate about is  an a b s t r a c t  
concept  w i t h  no p h y s ic a l  c h a r a c t e r i s t i c s ,  such as " c o s t "  o r  " p r o f i t " .
Th is  d i s t i n c t i o n  between the r e a l i t y  o f  th in g s  as they  e x i s t  
and the " r e a l i t y "  o f  s u b je c t i v e  i n t e r p r e t a t i o n  has g iven  r i s e  to  the 
concepts  o f  " e x t e n s l o n a l "  and " tn tens Iona  I "  meanings. Hayakawa s ta te s  
" t h e  e x te n s lo n a l  meaning o f  an u t t e ra n c e  is  t h a t  which I t  p o in t s  to  In 
the e x te n s lo n a l  ( p h y s i c a l )  w o r l d " ,  i . e . ,  t h a t  which words s tand f o r .  
In te n s io n a i  meaning o f  a word o r  exp ress ion  is " t h a t  which is  sug­
gested (connoted) in s id e  on e 's  h e ad . "^
The importance o f  t h i s  d i s t i n c t i o n  l i e s  in  the r e a l i z a t i o n  
th a t  where u t te ra n c e s  have e x te n s lo n a l  meanings agreement can be 
reached ( the  in v o ic e  p r i c e  o f  t h i s  la th e  is  $20,500) ;  w h i le  s ta tements  
which e x h i b i t  o n ly  in te n s io n a i  meanings may c re a te  u n re s o lv a b ie  e v e r ­
l a s t i n g  arguments ( d e c l i n i n g  balance d e p r e c ia t i o n  is  " b e t t e r "  than 
s t r a i g h t  l i n e  d e p r e c i a t i o n ) .
The l a t t e r  s ta tement would be labe led  by Hayakawa as a 
"non-sense"  argument, in t h a t  no sense da ta  con be c o l l e c t e d  about the 
u t t e r a n c e s ,
N b i d . ,  pp. 28- 29.
5 I b i d . , p. 58.
mG uth r fe  p o in t s  ou t  the  need f o r  o p e r a t i o n a l  d e f i n i t i o n s  In 
the case o f  baste concepts and a c c o un t in g  p r i n c i p l e s  u n d e r l y in g  
f i n a n c i a l  s ta tem ents  o f  a bus iness e n t e r p r i s e .  Jus t  as " w e ig h t "  has 
no e x is te n c e  a p a r t  from the  o p e ra t io n  t o  measure, so a l s o  concepts 
such as " c o s t u o r  " p r o f i t "  have no re a l  meaning o u t s id e  o f  the  
o p e ra t io n s  Invo lved  In measur ing them,** Yet we p e r s i s t  In t r e a t i n g  
complex meanings as though they  were s imple  o r  cou ld  be c om p le te ly  
c h a ra c te r i z e d  by a s imple  symbol.
The one word/one meaning f a l l a c y  is  e a s i l y  exp loded by 
o b se rv ing  th a t  the Oxford E n g l is h  D i c t i o n a r y  l i s t s  14,070 d i f f e r e n t  
meanings f o r  500 o f  the most common E n g l is h  words, o r  a r a t i o  o f  
about 28 meanings t o  each word.
The idea th a t  In any communication process o n ly  c e r t a i n  
c h a r a c t e r i s t i c s  o f  an event  can be a b s t ra c te d  in  a t t e m p t in g  to  
d e s c r ib e  th a t  event  Is  a l s o  im p o r ta n t .  Thus an au tom ob i le  s i t t i n g  in 
the s t r e e t  m igh t  be viewed by the casual  obse rve r  as an asse t  In the 
c l a s s i c a l  a ccoun t in g  sense; w h i te  the owner, w e l l  aware o f  i t s  t h i r s t  
f o r  pe t ro leum ,  and p r o c l i v i t y  t o  have mechanical  d i f f i c u l t y  and c o s t l y  
r e p a i r s ,  m igh t  v iew  the same au tom ob i le  as a l i a b i l i t y  In the 
c o l l o q u i a l  sense. I f  I t  Is  th a t  d i f f i c u l t  t o  communicate about an 
observab le  p h y s ic a l  phenomenon, how much more d i f f i c u l t  I t  is  to  
communicate about e t h e r t a l  concepts such as " c o s t "  o r  " p r o f i t " .  I t  
Is im poss ib le  to  say " a l l "  about a n y th in g .
^ A r t  G u th r ie ,  "Modern Semantics Can Help A c c o u n t in g , "  The 
Journa l  o f  Accoun tancy , (June, 1972), p.  59.
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Thus, an e x te n s lo n a l  o r i e n t a t i o n  is  Im por tan t  in a t t e m p t in g  
t o  communicate about a ccoun t in g  concepts .  There must f i r s t  be a 
r e a l i z a t i o n  th a t  acco un t ing  is  n o th in g  i f  no t  a u s e fu l  d i s c i p l i n e .  A 
concept such as " c o s t "  o r  ' ' p r o f i t ”  is  no t  l i k e  go ld  w a i t i n g  t o  be 
mined. I t  has developed because i t  was u s e fu l  to  men in t h e i r  
economic r e l a t i o n s h i p s ,  and as In any s o c ia l  env i ronm en t ,  the 
meanings o f  these concepts can expect  t o  undergo some change w i t h  the 
passage o f  t ime and the i n t e r a c t i o n s  o f  the fo rc e s  be ing d e sc r ib e d .
F a i l u r e  t o  recogn ize  t h i s  q u a l i t y  o f  a n o n - s t a t i c  "p ro c e s s "  
r e a l i t y  and the i n te n s io n a i  o r i e n t a t i o n  o f  those who assume an easy 
c o n fo rm i ty  o f  t h e i r  s u b je c t i v e  views and r e a l i t y ,  o r  t h e i r  s u b je c t i v e  
views and the s u b je c t i v e  views o f  o t h e r s ,  r e s u l t s  in the type  o f  
communication breakdown exper ienced by DPC No. 107.
In summary, t h i s  s e c t io n  has looked a t  the concepts o f  
i n te n s io n a i  and e x te n s lo n a l  o r i e n t a t i o n s  in a t t e m p t in g  to  communicate 
about peop le ,  p la c e s ,  t h i n g s ,  eve n ts ,  e t c .  The e x te n s lo n a l  o r i e n t a ­
t i o n  p o in t s  to  the t h i n g  being desc r ibed  as i t  e x i s t s  in the real  
w o r ld ,  w h i le  the  i n te n s io n a i  o r i e n t a t i o n  focuses on the s u b je c t i v e  
meanings o f  words connoted in a p a r t i c u l a r  i n d i v i d u a l ' s  head.
The idea t h a t  concepts such as " p r o f i t "  o r  " c o s t "  can have 
meaning o n ly  in connec t io n  w i t h  the process f o r  t h e i r  measurement 
was then e x p lo re d ,  a long w i th  the  human tendency t o  h a b i t u a l l y  
confuse the symbol and the t h in g  symbol ized.
F i n a l l y ,  the in te n s io n a i  o r i e n t a t i o n s  o f  both DOD and 
c o n t r a c t o r s  were observed as be ing c o n t r i b u t o r s  t o  the  f a i l u r e  o f  
the  c a p i t a l  compensatory dev ice  in DPC No. 107.
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ACCOUNTING AND ECONOMIC CONCEPTS 
OF "COST1 AND "PROFIT"
Some d i s t i n c t i o n s  between the accoun t ing  concept o f  cos t  and 
r e la te d  economic c o s t  concepts were made In the d i s c u s s io n  o f  " c o s t  
o f  c a p i t a l "  versus  " c a p i t a l  asse t  c o s t "  In Chapter I I .
Th is  s e c t i o n  w i l l  not p u rp o r t  to  be an e x h a u s t iv e  d i s s e c t i o n  
o f  the two d i f f e r e n t  approaches to  " c o s t "  and " p r o f i t " ,  bu t  r a t h e r  a 
d is c u s s io n  o f  some o f  the r e le v a n t  f e a tu r e s  o f  the two approaches In 
o rd e r  t o  compare t h e i r  r e l a t i v e  " t w o - v a lu e "  and " m u l t I - v a l u e " ,  and 
" I n t e n s i o n a i "  and " e x t e n s l o n a l "  o r i e n t a t i o n s .
I t  is  i n t e r e s t i n g  to  no te  t h a t  most p r a g m a t i c a l l y  o r ie n te d  
accoun t ing  t e x t s  d e a l in g  w i t h  co s t  and cos t  accoun t ing  do not waste 
many words on the e x p la n a t io n  o f  the term " c o s t " .  Th is  Is  perhaps a 
c l a s s i c  case o f  "symbol w o rsh ip "  as Hayakawa would d e s c r ib e  i t .
W itness the f o l l o w in g  s ta tement  in a r e l a t i v e l y  re cen t  t e x t  
on management cos t  accoun t in g  a p p l i c a t i o n s :  " I n  a ccoun t in g  f o r
merchand is ing  e n t e r p r i s e s ,  we learned th a t  the term cos t  Is 
synonymous w i t h  the term a c q u i s i t i o n  p r i c e . "7  In the  sense o f  p ro ­
v i d i n g  an o p e ra t io n a l  d e f i n i t i o n  t o  a l l o w  f o r  p roceed ing w i t h  the 
business a t  hand, which In t h i s  case Is  teach ing  manager ia l  techn iques 
us in g  cos t  acco u n t in g ,  the symbol Is c e r t a i n t y  an adequate su r rog a te  f o r  
the process invo lve d .
The problem generated i s ,  o f  cou rse ,  the s u b t le  acceptance o f  
t h i s  work ing  d e f i n i t i o n  as an a l l -e ncom pa ss in g ,  e v e r l a s t i n g ,
?David H. L i ,  Cost Accoun t ing  f o r  Management A p p I i c a t  Io n s . 
(Columbus, Ohio: Char les  E, M e r r i l l  Books, I n c . ,  1966), P» 9*
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e x te n s lo n a l  concept which has been w r i t t e n  In the sky by the  Great 
Bookkeeper. Thus when we encoun te r  a process which does not  f a l l  I n t o  
the c a te g o ry  o f  " a c q u i s i t i o n  p r i c e "  (such as c a p i t a l  fun d in g  charges) 
we press I t  a g a in s t  o u r  I n te n s io n a i  c r i t e r i a  f o r  " c o s t " ,  f i n d  I t  
l a c k in g ,  and summari ly  r e j e c t  I t ,  w i t h o u t  e v e r  q u e s t io n in g  the 
c r i t e r i a .  Th is  is  a n a tu r a l  consequence o f  h a b i t u a l l y  seek ing to  
c l a s s i f y  t r a n s a c t io n  e lements  i n t o  c a te g o r ie s  which conform to  the 
tw o-va lue  o r ie n te d  double e n t r y  a c c o un t in g  system.
I t  would imp ly  a s t ro n g  tw o-va lued  o r i e n t a t i o n  on my p a r t  t o  
make the s i m p l i s t i c  assumption t h a t  the  d e f i n i t i o n  o f  cos t  p r e v io u s ly  
desc r ibed  Is  r e p r e s e n ta t i v e  o f  the o n ly  a ccoun t in g  t rea tm e n t  o f  t h i s  
concep t .  Accountants  have o f t e n  In the  pas t  e x h ib i t e d  a m u l t i - v a l u e d  
o r i e n t a t i o n  by engaging in  l i v e l y  debate ove r  the na tu re  o f  c o s t .
Thus, the  f o l l o w i n g  s ta tement  is  found In a 19^7 cos t  accoun t ing  t e x t :
The w r i t e r ,  b e l i e v i n g  t h a t  the  p r im a ry  purpose o f  cos t  
accoun t ing  Is  t o  a id  management in c o n t r o l l i n g  cos ts  I s ,  
t h e r e f o r e ,  w i l l i n g  to  in c lud e  i n t e r e s t  as a c o s t ,  In those 
cases In which management would be a id e d ,  but p r e fe r s  to  
exc lude  I t  in  those cases In which i t  does no t  seem 
necessary f o r  good c o n t r o l . 8
The more recent  emphasis on mathemat ica l  and economic 
d i s c i p l i n e  In fu s io n s  I n t o  accoun t ing  have led to  genera l  adop t ion  o f  
an approach t o  c o s t ,  a t  le a s t  in t h e o ry ,  which is  much more m u l t i -  
va lu e  o r i e n t e d .  George Staubus In a 1971 in -d e p th  t re a tm e n t  o f  co s t  
and c o s t  accoun t ing  concepts d e f in e s  cos t  as " . . .  a s a c r i f i c e ;  a 
measurable cos t  is  the  re l in q u is h m e n t  o f  a measurable asse t  o r  the
Q
Char les  f .  S c h l a t t e r ,  Cost A c c o u n t in g , (New York: John
W i le y  6- Sons, I n c . ,  19^*7), pp. 6b 1-682.
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c r e a t i o n  o f  a measurable l i a b i l i t y . "  U t i l i z i n g  f i v e  d i f f e r e n t  bases
f o r  c l a s s i f y i n g  economic eve n ts ,  Staubus went on to  c a te g o r i z e  n ine
c
d i f f e r e n t  types o f  c o s t s .*7
Even w i th  the recen t  i n t r o d u c t i o n  o f  more emphasis on a 
m u l t i - v a l u e d ,  e x te n s io n s !  o r i e n t a t i o n ,  the t r a d i t i o n a l  and p r e v a le n t  
accoun t in g  concepts o f  cos t  are a p p a re n t ly  o r ie n te d  toward the two­
va lu e d ,  in te n s io n a i  approaches. Those accoun t ing  e x e c u t iv e s  who have 
been steeped in t h i s  t r a d i t i o n  w i l l ,  I b e l i e v e ,  r e f l e c t  t h i s  
o r i e n t a t i o n  and a small  p a r t  o f  the research q u e s t io n n a i r e  w i l l  be 
addressed t o  t h i s  q u e s t io n .
Whi le  accoun t ing  dea ls  w i t h  the f o r m u la t i o n  and communication 
o f  i n fo rm a t io n  about p r i m a r i l y  economic events  o c c u r r in g  in s o c ie t y ,  
i t  has t r a d i t i o n a l l y  focused on the business e n t i t y  and indeed 
h e a r t i l y  endorses the "bu s iness  e n t i t y "  concept as bas ic  credo in 
seg re g a t in g  a c t i v i t i e s  to  be repo r ted  on out o f  the genera l  m i l i e u  
o f  events  o c c u r r in g  In the w o r ld .  I t s  i n s is te n c e  on i n t e g r i t y  o f  the 
" b a la n c in g "  o f  the double e n t r y  system and a r t i c u l a t i o n  o f  the  va r io u s  
f i n a n c i a l  s ta tements have a l t  c o n t r i b u te d  to  i t s  A r i s t o t e l i a n  
o r i e n t a t i o n  in the area o f  cost  concepts .
Economics {and how s t ro n g  is  the tendency to  say "on the 
o th e r  hand" o r  some s i m i l a r  phrase) has focused l a r g e l y  on s o c ie t y  in 
g e n e ra l ,  a s c r i b i n g  no g re a t  v i r t u e  to  p rec ise  a r t i c u l a t i o n  o f  numbers 
a t  the expense o f  a b i l i t y  to de sc r ibe  economic r e l a t i o n s h i p s .  Th is  
has a t  t imes led to  a mutual  d is d a in  o f  each o t h e r ' s  d i s c i p l i n e  by
^George J. Staubus, A c t i v i t y  Cos t ing  and in ; ;u t -O u tpu t  
Account i n q , (Homewood, I l l i n o i s :  Richard D. I r w in ,  I n c . ,  1971)*
pp. 1-2.
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the accoun tan t  and the  econom is t .  W itness the  s ta tement  o f  Stephen 
Gilman: " F o r t u n a t e l y  the econom is ts ,  u n l i k e  the lawyers ,  do not have
the  power t o  make t h e i r  o p in io n s  c o e r c i v e . " * ®
Even where economics has con cen t ra te d  on the I n d i v i d u a l  f i r m ,  
i t s  concepts o f  " cc  11 have d e v ia ted  from the general  " a c q u i s i t i o n "  o r  
h i s t o r i c a l  co s t  concepts u s u a l l y  embraced by a cco un t in g .
The economist cons ide rs  t h a t  a f i r m ' s  a c tu a l  e x p e n d i tu re  o r  
money o u t l a y s  c o n s t i t u t e  o n ly  a p a r t  o f  the t o t a l  cos t  p i c t u r e .  The 
economic concepts o f  a l t e r n a t i v e  c o s t ,  and e x p l i c i t  and i m p l i c i t  c o s t s ,
p la y  im po r tan t  ro le s  in h i s  though ts  about  c o s t .
The a l t e r n a t i v e  cos t  d o c t r i n e ,  o r  o p p o r t u n i t y  cos t  d o c t r i n e ,  
u t i l i z e s  a d e f i n i t i o n  o f  cos ts  o f  p ro d u c t io n  o f  a p a r t i c u l a r  p roduct  
as " t h e  va lue  o f  the fo regone a l t e r n a t i v e  p roduc ts  t h a t  resources 
used in  i t s  p r o d u c t io n  cou ld  have p roduced . "  Firm resource cos ts  are 
the va lues  o f  the resources in t h e i r  best a l t e r n a t i v e  u se s .* *
E x p l i c i t  cos ts  a re  f i r m  o u t l a y s  f o r  resources bought o r  h i r e d  
and these correspond rough ly  to  the a c c o u n ta n t 's  concept o f  expenses. 
I m p l i c i t  c o s ts  o f  p r o d u c t io n  are cos ts  o f  se l f -ow n e d ,  se l f -em p loyed  
resources such as owner 's  r e tu rn  on Inves tment ,  so le  p r o p r i e t o r ' s  
" s a l a r y " ,  e t c .  A l l  o f  these concepts do not f e e l  the c o n s t r i c t i o n  o f  
the requ irement to  balance or  a r t i c u l a t e  in the same way as the 
a c c o u n ta n t 's  cos t  concepts w i t h i n  the double e n t r y  system do. They
*®Stephen Gi lman, Accoun t ing  Concepts o f  P r o f i t . (New York:
The Ronald Press Company, 1939),  p.  19.
'^R ic h a rd  H. L e f tw i c h ,  The P r ic e  System and Resource 
A I l o c a t  i o n . (New York: H o l t ,  R ineh a r t  and Winston,  1966), pp. 126-
127.
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are  much more c l o s e l y  a t tu n e d  t o  a c o n s id e r a t i o n  o f  " v a l u e "  than th e y  
a re  t o  a measurement geared t o  d o l l a r  o u t f l o w  o r  l i a b i l i t y  In c u r re d .
Consequent ly ,  the e c o n o m is t ' s  concepts o f  " c o s t "  are much more 
geared t o  a m u l t i - v a l u e d  " p ro c e s s "  v iew o f  r e a l i t y  which recogn izes 
the I n a b i l i t y  t o  say " a l l "  about  a n y th in g .  He Is  a l s o  less prone to  
the in te n s io n a i  o r i e n t a t i o n  t h a t  would assume h i s  concept o f  c o s t s ,  
and the symbols employed f o r  them corresponded t o  i d e n t i c a l  concepts 
and symbols in the minds o f  h is  communicatees.
The a cco un t ing  concept  o f  " p r o f i t "  is  no t  n e a r ly  so r i g i d l y  
c o n s t ra in e d  as Is " c o s t " .  O bv ious ly  the  number o f  v a r ia b le s  and 
a l t e r n a t i v e  a l l o w a b le  t re a tm e n ts  a re  much g r e a te r  in " p r o f i t "  d e t e r ­
m in a t io n  than in " c o s t "  d e te r m in a t io n .  Chambers, in f a c t ,  once
c a l c u la te d  a p o s s i b i l i t y  o f  30 m i l l i o n  a l t e r n a t i v e  f i g u r e s  f o r  " n e t
1 7income" determined under g e n e r a l l y  accepted accoun t in g  p r i n c i p l e s .
The i n t e r r e l a t i o n s h i p  between the go ing concern ,  m a tch ing ,  and 
r e a l i z a t i o n  p r i n c i p l e s  in a cco un t ing  income d e te rm in a t io n  was exp lo re d  
In Chapter I I  and a t  f i r s t  b lush appears to  be m u l t i - v a l u e  o r ie n te d  
due t o  the number o f  a v a i l a b l e  a l t e r n a t i v e s  in income c a l c u l a t i o n ,  
f u r t h e r  e x a m ina t io n ,  however, revea ls  t h e i r  s t r u c t u r e  t o  be th a t  o f  a 
s e r ie s  o f  in te rm esh ing  ( h o p e f u l l y )  processes l a r g e l y  couched in terms 
o f  a two-va lued  o r i e n t a t i o n .
Thus the r e a l i z a t i o n  p r i n c i p l e  draws a t i n e  c a l l e d  " p o i n t  o f  
s a le "  in  most ins tances and says beyond th a t  l i n e  l i e s  income; p r i o r  
t o  c ro s s in g  i t ,  none e x i s t s .  We recogn ize th a t  between the
'^Raymond j t chambers, "A M a t te r  o f  P r i n c i p l e s , "  The Accoun t ing  
Review, X L I ,  No. 3 ( J u l y ,  1966)* P-
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a l t e r n a t i v e s  e x i s t s  a hazy area where some t h e o r i s t s  would H k e  to  
p o in t  t o  the p ro d u c t io n  and m a rk e t in g  processes as a c tu a l  gene ra to rs  
o f  income, not j u s t  p recu rso rs  o f  the magic moment o f  t i t l e  passage, 
but  we are  loa the  t o  i n c o rp o ra te  t h a t  i n t o  a formal  system. A f t e r  a l t ,  
A r i s t o t l e  has pronounced " a  t h in g  cannot be income (expense, a s s e t ,  
l i a b i l i t y ,  e t c . )  and no t  be Income (expense, a s s e t ,  l i a b i l i t y ,  e t c . )  
a t  the same t i m e . "
The go ing concern p r i n c i p l e  t e l l s  us to  d is re g a rd  r e a l i z a b le  
va lue  o f  c a p i t a l  asse ts  in f a v o r  o f  cos t  a l l o c a t i o n  un less we note  
p o s i t i v e  e x is te n c e  o f  ev idence t h a t  a f i r m  is  de s t ined  t o  be s h o r t ­
l i v e d .  We fe e l  uncom fo r ta b le  in the n e th e r  wor id  o f  "what  I f ? " .  
C e r t a i n l y ,  a bus iness e n t i t y  is  e i t h e r  go ing  t o  c o n t in u e  in e x is te n c e  
f o r  the fo resee a b le  f u t u r e ,  o r  i t  is  no t  go ing t o  do so, f o r  
A r i s t o t l e  has sa id  I t  i s  so.
The match ing p r i n c i p l e  r e l i e s  h e a v i l y  on the r e a l i z a t i o n  
p r i n c i p l e  t o  de term ine  the p o in t s  in t ime when the "magic  coach" o f  
co s t  tu rn s  In t o  the "pumpkin"  o f  expense. Thus the " g e n ie "  o f  
e l e c t r i c i t y  cos t  used to  produce a manufactured in v e n to ry  item 
remains b o t t l e d  up in t h a t  p roduc t  u n t i l  redeemed by the consumated 
sa le  and re leased t o  p la y  i t s  p a r t  in  the process o f  accoun t ing  income 
d e te rm in a t io n .  A ga in ,  a t h in g  cannot be a cos t  and an expense a t  the 
same t im e ;  cos t  is  c o s t ;  expense is  expense; and cos t  is  no t  expense 
nor i s  expense cos t  pe r  A r i s t o t l e .
A l l  o f  t h i s  p o in t s  up the con s tan t  problem o f  the a c c o u n ta n t - -  
t r y i n g  t o  rep resen t  a m u l t i - v a lu e d  "p ro c e s s "  r e a l i t y  o f  economic 
r e l a t i o n s h i p s  w i t h i n  the framework o f  a double e n t r y  system which has 
as pr ime r e q u i s i t e s  o r d e r ,  a r t i c u l a t i o n ,  and mathemat ica l  I n t e g r i t y .
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In u t i l i z i n g  these con cep ts ,  the  accoun tan t  o f t e n  under the 
gutse o f  " g e n e r a l l y  accepted a c c o u n t in g  p r i n c i p l e s "  r e f l e c t s  h i s  
In te n s io n a i  o r i e n t a t i o n  by u s in g  terms such as " c o n s e rv a t i s m " ,  " f a i r  
p r e s e n t a t i o n " ,  " r e a l i z a t i o n " ,  " c o n s I s t e n c y " ,  e t c .  under the  assumption 
t h a t  they  w i l l  be u n i v e r s a l l y  unders tood by the s o p h i s t i c a te d  
r e c i p i e n t  o f  h i s  communications. B r l l o f f  p o in t s  ou t  t h a t  s tu d ie s  
have in d ic a te d  the meanings o f  terms such as these are w id e ly  
m isunders tood even by s o p h i s t i c a t e d  use rs  and heare rs  o f  the terms.
A l though  the a c c o u n ta n t ' s  concept  o f  " income" o r  " p r o f i t "  is  
somewhat more m u l t i - v a l u e  o r ie n t e d  than h i s  concept  o f  " c o s t " ,  i t  is
s t i l l  l a r g e l y  tw o -va lue  and I n t e n s i o n a i l y  o r i e n t e d .
The econom is t ,  u n l i k e  the a c c o u n ta n t ,  has developed a number 
o f  d i f f e r e n t  t h e o r ie s  about th e  concept  o f  Income. He does not  regard 
"Income" and " p r o f i t "  as synonymous. Canning s ta te s  economic income 
in a genera l  sense c o n s is t s  o f  scarce s e rv ic e s  which "p roceed ,  
u l t i m a t e l y  from m a t e r i a l  o b j e c t s ,  but under no c i rcum stances are 
m a t e r i a l  t h in g s  Income; these belong t o  a w h o l l y  d i s t i n c t  though 
r e la te d  c a te g o ry . " * * 1 P r o f i t ,  c o n v e rs e ly ,  dea ls  w i t h  wages, i n t e r e s t ,  
r e n t ,  and d i s t r i b u t i v e  shares o f  I n c o m e .
*^Abraham J. B r i l  o f f ,  The E f fe c t i v e n e s s  o f  Accoun t ing  
Communication, (New York: F r e d e r ic k  A. Praeger ,  P u b l i s h e rs ,  1967),
pp. 262-83.
***John B. Canning,  The Economics o f  Accountancy. (New York:
The Ronald Press Company, 1929), p.
*5 f io r ton  Backer, "The Measurement o f  Business Income, Par t  
) - -The  Matching C oncep t , "  Modern Accoun t ing  Theory , ed. Morton 
Backer (Englewood C l i f f s ,  New Jersey :  P r e n t i c e - H a l1, I n c . ,  I 966) ,
p. 73.
153
Boutdlng r e in fo r c e s  t h i s  Idea o f  m u l t i p l e  d e f i n i t i o n  o f  
" p r o f i t "  thus:
The concept o f  p r o f i t  w i l l  q u i t e  r i g h t l y  d i f f e r  depending 
upon the purpose f o r  which we need I t .  The d e f i n i t i o n  o f  p r o f i t  
f o r  tax  purposes,  f o r  Ins tance ,  may d i f f e r  c o n s id e ra b ly  from the 
d e f i n i t i o n  which Is re q u i re d  f o r  o th e r  forms o f  d e c is io n  making. 
What we need here is  no t  a s in g le  d e f i n i t i o n  o f  p r o f i t  a p p l i c a b le  
t o  a l l  cases, but a spectrum o f  d e f i n i t i o n s  in which the  r e l a t i o n ­
s h ip  o f  the v a r io u s  concepts is reasonably  c l e a r  and in which the  
d e f i n i t i o n  is  f i t t e d  to  the  purpose f o r  which i t  is to  be u s e d .16
H icks '  d e f i n i t i o n  o f  income Is p robab ly  one o f  the most w id e ly  
quoted and best known: " . . .  a man's income is the maximum value
which he can consume d u r in g  a week, and s t i l l  expec t  to  be as w e l l  
o f f  a t  the end o f  the week as he was a t  the b e g in n in g . " * ^
O bv ious ly ,  the economist i s  much more c l o s e l y  a t tuned  to  a 
m u l t i - v a lu e d  o r i e n t a t i o n  In d e s c r ib in g  what he pe rce ives  as the 
"p ro c e s s "  r e a l i t y  o f  " p r o f i t " ,  and much less l i k e l y  t o  assume th a t  
what is  connoted in  h i s  head as the v i s i o n  o f  the " p r o f i t "  concept Is 
u n i v e r s a l l y  understood and accepted by a l l .
One o f  the purposes o f  t h i s  comparison o f  the accountan t  and 
the economist is t o  show th a t  the r n u l t I - v a l u e / t w o - v a lu e ,  e x t e n s l o n a l /  
in te n s io n a i  o r i e n t a t i o n  o f  the re c e iv e r  o f  a message w i l l  c o n d i t i o n  
h i s  unders tand ing  and r e c e p t i v i t y  t o  the message. DPC No. 107 was a 
message sen t  to  re c e iv e rs  who were by and la rge  o r ie n te d  to  the two­
va lu e d ,  In te n s io n a i  c o n te x t  o f  messages expressed in  the double e n t r y  
fo rm a t .  F a i l u r e  to  pe rce ive  t h i s  o r i e n t a t i o n  ana t o  understand th a t
^ B o u l d i n g ,  "Economics and Accoun t ing :  The Uncongenial T w in s , "
op . c i t . ,  p . 9 .
^ J o h n  R. H icks ,  Value and C a p ! ta l  . (London: Oxford
U n i v e r s i t y  Press,  19^6), p. 172.
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the compensatory dev ice  proposed by DPC No. 107 was p r i m a r i l y  geared 
t o  a m u l t i - v a l u e d ,  ex te ns Io na  I t y  o r ie n te d  economics concept had the 
p r e d i c t a b le  r e s u l t  o f  see ing the  r e c e i v e r  o f  the message t r y  t o  
f o r c e  i t  i n t o  a tw o -v a lu e d ,  I n t e n s i o n a l l y  o r ie n t e d  c o n te x t .  Since 
the de v ice  d id  no t  f i t  I n t o  t h i s  c o n te x t  I t  was c l e a r l y  r e je c te d .
In summary, t h i s  s e c t io n  has looked a t  some a c co un t in g  and 
economic concepts o f  " c o s t "  and " p r o f i t "  and drawn some con c lus ion s  
as t o  t h e i r  mu 11 i - v a l u e / t w o  v a lu e ,  and ex tens Iona  I / I n t e n s io n a l  
o r i e n t a t  ions.
The exam ina t ion  revea led  the a c c o u n ta n t 's  concepts to  be in 
genera l  more t w o - v a l u e / i n t e n s l o n a l l y  o r ie n te d  than t h e i r  economic 
approx imates .  The t r a d i t i o n a l  requ irements  o f  o r d e r ,  a r t i c u l a t i o n ,  
and mathemat ica l  i n t e g r i t y  inhe ren t  in the a c c o u n ta n t 's  double e n t r y  
fo rm at  o f  exp ress ion  p o in t  him in the tw o - v a lu e d / I n te n s io n a l  
d i r e c t  ion .
F i n a l l y ,  i t  was noted t h a t  DPC No. 107 was a message couched 
l a r g e l y  in terms o f  a mu 11i - v a 1u e d /e x te n s io n a 1 economic concep t ,  but 
d i r e c t e d  a t  an unprepared t w o - v a i u e d / i n t e n s i o n a l l y  o r ie n te d  group o f  
r e c e iv e rs  accustomed to  p la c in g  messages rece ived  in an accoun t in g  
c o n te x t .  The p r e d i c t a b le  r e s u l t  was incomprehension and r e j e c t i o n .
DEFENSE PROCUREMENT CIRCULAR NO. 1 0 7 "
ACTUAL AND PROPOSED
DPC No. 107, as o r i g i n a l l y  issued,  is  l i k e  most s i m i l a r  govern­
ment documents, a communicat ion which is  couched in d i r e c t i v e  language. 
I t  i s  l a r g e l y  a p r a c t i c a l  e x p la n a t io n  o f  "how t o "  w i t h  very  l i t t l e  
emphasis on "why" .  I t  is  beyond the scope o f  t h i s  d i s s e r t a t i o n  to
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examine and c r i t i q u e  a l l  the  t e c h n ic a l  I n s t r u c t i o n s  In the document 
aimed a t  d e te rm in a t io n  techn iques  f o r  c o n t r a c t o r  c a p i t a l  employed, 
a l l o c a t i o n  o f  o p e r a t in g  c a p i t a l  t o  p r o f i t  c e n te r s ,  e t c .  There was 
a p p a r e n t ly  no communication problem invo lve d  in  the  com pu ta t iona l  
tech n iq u e s ,  o n ly  in the  c o n v in c in g  o f  c o n t r a c t o r s  to  e x e rc is e  t h e i r  
o p t io n  t o  employ these techn iques .
I t  should perhaps be po in te d  ou t  here th a t  Defense Procurement 
C i r c u la r s  a re  r e c u r r i n g  p u b l i c a t i o n s  o f  DOD in  o r d e r  to  update the 
Armed Serv ices  Procurement R e g u la t io n  and o th e r  d i r e c t i v e  m a t e r i a l .
DPC No. 107 was devoted l a r g e l y  to  the  " C o n t r a c t o r  C a p i t a l  Employed 
P o l i c y "  which we are d i s c u s s in g ,  but  i t  a l s o  con ta ined  d i r e c t i v e  
m a t e r i a l  In s i x  o th e r  u n re la te d  areas .  These o th e r  areas a r e ,  o f  
cou rse ,  exc luded from any c o n s id e r a t i o n  In t h i s  d i s s e r t a t i o n ,  and any 
re fe rence  to  DPC No. 107 here should be unders tood t o  be re la te d  o n ly  
t o  Item IV— C o n t ra c to r  C a p i t a l  Employed P o l i c y .
DPC No. 107 begins I t s  t rea tm ent  o f  the new p o l i c y  w i t h  a 
s e c t io n  labe led  " P o l i c y  E v a lu a t io n  P e r io d " .  There is  i n t i m a t i o n  o f  
change, but  much o f  the  language which f o l l o w s  leads the reader to  
b e l ie v e  t h i s  w i l l  be no th in g  more than a m ino r  change to  "bus iness  
as u s u a l " .
In a c t u a l i t y  the new p o l i c y  d e v ia te s  s u b s t a n t i a l l y  from 
t r a d i t i o n a l  methods o f  de te rm in in g  p r o f i t  o b j e c t i v e s ,  and f o r  the 
f i r s t  t im e  s p e c i f i c a l l y  recogn izes a compensation element f o r  
c o n t r a c t o r  c a p i t a l  employed. S ec t ion  3~808.7 says " E s ta b l i s h e s  a 
rev ised  method f o r  d e te rm in in g  p . e n e g o t i a t i o n  p r o f i t  o b je c t i v e s  under 
c e r t a i n  c o n t r a c t s  by s p e c i f i c a l l y  re c o g n iz in g  c o n t r a c t o r  c a p i t a l  to
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be employed In c o n t r a c t  pe r fo rm an ce ." *®  The use o f  the  word re v ise d  
lends i t s e l f  t o  the  idea o f  easy t r a n s i t i o n ,  nowhere is  I t  emphasized 
th a t  t h i s  Is a new, e n t i r e l y  d i f f e r e n t ,  type  o f  concep t ,  and no 
e x p la n a t io n  Is r e a l l y  g ive n  a t  t h i s  s tage o f  what the  p o l i c y  i s  t r y i n g  
to  accompl ish o r  what the t h e o r e t i c a l  n a tu re  is  o f  the compensat ion 
e lement.
The nex t  paragraph reassures the  reader  concern ing  c o n t i n u i t y  
o f  compensation p o l i c y ,  thus  "R a th e r  than c o n s t i t u t i n g  the  Implementa­
t i o n  o f  a new p o l i c y ,  the p u b l i c a t i o n  o f  t h i s  r e g u la t i o n  represen ts  
a c o n t i n u a t i o n  o f  p o l i c y  development t h a t  began ap p ro x im a te ly  th ree  
years a g o . " ' ^
The s e c t io n  goes on t o  p o in t  o u t  t h a t  a i l  aspects  o f  the 
r e g u la t i o n  are s u b je c t  t o  change w i t h  g r e a te r  exp e r ie nce  and under­
s ta n d in g  o f  the impact o f  the p o l i c y  d u r in g  the t e s t  p e r io d .  Beyond 
th a t  the s e c t io n  se ts  up c r i t e r i a  f o r  e l e c t i o n  o f  the p o l i c y  and 
s o l i c i t s  suggest ions  f o r  changes. Th is  h a r d ly  se ts  the stage f o r  a 
com p le te ly  new p o l i c y  which w i l l  de te rm ine  e x a c t l y  h a l f  o f  the 
ad jus ted  p r o f i t  o b j e c t i v e  percen tage.
Sec t ion  3~808,7(a)  under the heading General s ta te s :
On c e r t a i n  c o n t r a c t s  (see paragraph (b) be low ) ,  the weighted 
g u id e l i n e s  p r o f i t  o b j e c t i v e  s h a l l  be ad jus ted  t o  Inc lude  
r e c o g n i t i o n  o f  the es t im a ted  amount o f  o p e ra t in g  and f a c i l i t i e s  
c a p i t a l  a c o n t r a c t o r  w i l l  employ in c o n t r a c t  performance.  Th is  
ad jus tm ent  is  designed to  c o r r e c t  i n e q u i t i e s  and d i s ­
in c e n t iv e s  th a t  can occur  when a weigh ted g u id e l i n e s  p r o f i t  
o b j e c t i v e  based s o l e l y  upon cos t  is  used in n e g o t ia t i n g
*®Defense Procurement C i r c u l a r  No. 107. (Washington:
Department o f  Defense, December I I ,  1972), p .  *+.
' 9 | b l d . ,  p. 5.
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c o n t r a c t s  f o r  which the r a t i o  o f  re q u i re d  c o n t r a c t o r  Investment 
t o  c o n t r a c t  c o s t  v a r ie s  ove r  a w ide range. The r e c o g n i t i o n  o f  
c a p i t a l  Is  ach ieved th rough the use o f  a C o n t ra c t  C a p i ta l  
Index (CCI) as exp la in e d  In (d) be lo w .20
S ec t ion  (d) goes on t o  e la b o r a te  on the mechanics o f  the index 
com pu ta t ion ,  and o n ly  h e re ,  by way o f  a te c h n ic a l  d e s c r i p t i o n  does 
the  c o n t r a c t o r  f i r s t  p e rce ive  t h a t  the  new p o l i c y  w i l l  de term ine 50% 
o f  the  p r o f i t  o b j e c t i v e .  The CCI Is geared to  c o n t r a c t  r i s k  and to  
a " c a p i t a l  t u rn o v e r  r a t e " ,  computed by d i v i d i n g  es t im a ted  c o n t ra c t  
cos t  by t o t a l  c a p i t a l  used in pe r fo rm in g  the c o n t r a c t .  E x h ib i t  IV-1 
i l l u s t r a t e s  the ta b le  used f o r  the CCI computa t ion  and E x h i b i t  1V-2 
i l l u s t r a t e s  DD Form 15^7, used In the computa t ion  o f  t o t a l  p r o f i t  
o b j e c t i v e  under DPC No. 107.
There is  a say ing  among tax  p r a c t i t l o n e r s  t h a t  "you can f i n d  
more tax  law on an income ta x  form than in any o th e r  p l a c e . "  DD Form 
15^7 d o e s n ' t  l i v e  up t o  th a t  promise In the same way tax  forms o f t e n  
do. There are o n ly  two s h o r t  " i n s t r u c t i o n s "  a t  the  top  o f  the form, 
and the re s t  o f  the form is  devoted to  com pu ta t iona l  mechanics o f  
a r r i v i n g  a t  the t o t a l  p r o f i t  o b j e c t i v e  percentage.
Thus DPC No. 107, w i t h  a minimum o f  o r i e n t a t i o n ,  t h r u s t  upon 
the c o n t r a c t o r  a m u l t i - v a l u e  concept o f  c a p i t a l  compensation, which 
should have been cons idered in an e x te n s io n a l  fo rm a t .  Ins tead ,  i t  
was c a s t  in the ca te go ry  o f  " p r o f i t " — a concept most o f  the 
c o n t r a c t o r s  p robab ly  viewed w i t h  an in te n s io n a i  o r i e n t a t i o n  geared 
to  tw o -va lue  i n t e r p r e t a t i o n .
20lb id . ,  p. 6.
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EXHIBIT I V - 1
CONTRACT CAPITAL INDEX TABLE
C a p i ta l
Turnover
Rate
C a p i ta l  R isk  Level
Low Med I urn High Very High
1.2 & be 1 ow 8 .3 10.0 11.7 13.3
1.3 7 .7 9 .2 10.8 12.3
1.4 7.1 8 .6 10.0 11.4
1.5 6 .7 8 . 0 9 .3 10.7
1.6 6 .3 7 .5 8 .8 10.0
1.7 5 .9 7.1 8 .2 9 .4
1.8 5 .6 6 .7 7 .8 8 .9
1.9 5 .3 6 .3 7 .4 3 .4
2 .0 5 .0 6 . 0 7 .0 8 .0
2 .2 4 .5 5-5 6 .4 7 .3
2.4 4 .2 5 .0 5 .8 6.7
2 .6 3 .8 4 .6 5 .4 6 .2
2.8 3.6 4 .3 5 .0 5.7
3 .0 3 .3 4 .0 4 .7 5 .3
3.3 3 .0 3 .6 4 .2 4 .8
3 .6 2.7 3.3 3 .8 4 .4
4 .0 2.5 3 .0 3.5 4 .0
4 .5 2.2 2.7 3 .0 3.6
5 .0 2 .0 2 .4 2.8 3.2
6 .0 1.7 2 .0 2.3 2.7
8 .0 1.3 1.5 1.8 2 .0
10.0 1.0 1.2 1.4 1.6
15.0 .7 .8 .9 1. 1
20.0 & above •5 . . . .6 *7 . 8
I n t e r p o la t e  when e x t r a c t i n g  the C on t rac t  C a p i ta l  Index.
Source:
Defense Procurement C i r c u l a r  No. 107. op. c i t . ,  p. 14.
EXHIBIT IV-2 
WEIGHTED GUIDELINES PROFIT/FEE OBJECTIVE
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INSTRUCTIONS: I .  See ASPR 3-808 f o r  d e te r m in a t io n  o f  ass igned
we igh t  f a c t o r s .
2. See ASPR 3-811 f o r  documenta t ion  o f  p r o f i t  
o b l e c t I v e .
1. RFP/RFQ o r  C o n t ra c t  No. 2. C o n t ra c to r 3. C o n t ra c t  Type
















P ro f  I t /F e e  
(Col*  bxd)
e
D i r e c t  M a te r ia ls :  
Purchased Parts $ 1% t o  k% % _ $
Subcontracted
Items 1% t o  5% %
Other M a te r ia ls 1% to %
Enqr D i r e c t  Labor 9% t o  15% % .
Enar Overhead 1% t o  9% %
Mfq D i r e c t  Labor 5% t o  9%
Mfq Overhead k% t o  7% % . J
Other Costs %
. . .  %




A d m in is t r a t i v e 6% to  8% %
TOTAL $ £
5. Composite P ro f  i t / F e e  on Cost 
Inpu t  t o  To ta l  Performance 
(Col . e * Col . b)
P ro f  I t / F e e  
Object  Ive
%
6 . Cost R isk ASPR
3-808 .5  (c) 0% t o  7% %
7. Performance ASPR
3 -8 0 8 .5(d)
- 2% t o  
+ 2% %
8 . Se lec ted  
Fac tors
ASPR
3 -8 0 8 .5 (e )  
& . 7 0 )
- 2% to  
+2% %
9. Spec ia l  
P r o f i t
ASPR
3.808 .6
& *7 0 )  ............
0% to
............................... %
EXHIBIT IV - 2 (Continued)
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Cost Category Government1s ASPR Assigned We Igh ted
Cost 30808 Weight P ro f  I t /F e e
Object I ve Weight
Range
(C o l .  bxd)
a b c d e
10. Cost-Based P r o f i t / F e e  O b je c t i v e  
(L ines  5 t h r u  9)_________________ X
11. C o n t ra c t  C a p i ta l  
Turnover  Rate DD Form 1861
ASPR 3-808T77TT12. C o n t ra c t  C a p i t a l  Index
13. C ap i ta  I -A d ju s te d  
P ro f i t  O b je c t iv e L ine 12 + 50% o f  L ine 10 X
14. Spec ia l  P r o f i t  
(Replaces l i n e  9 
I f  a p p l 1cab le ) ASPR 3-808 .7 X
IS. TOTAL PROFIT OBJECTIVE L ine  13 Line 1 X
Date Prepared by S igna tu re
Source:
Defense Procurement C i r c u l a r  No. 107. o p . c11. ,  p . 16.
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The CASB p r o j e c t  on cos t  o f  c a p i t a l ,  which was d iscussed In 
d e t a i l  In Chapter I I I ,  Is  us in g  DPC No. 107 as a s t a r t i n g  p o in t  f o r  
r e v i s i o n  o f  the concept In vo lve d .  The issues paper on t h i s  p r o j e c t  
goes In t o  much d e t a i l e d  d is c u s s io n  o f  the  t h e o r e t i c a l  n a tu re  o f  the  
proposed compensation dev ice  to  rep lace  t h a t  o f  DPC No. 107.
In l i n e  w i t h  t h i s ,  the new dev ice  has been labe led  " Imputed 
I n t e r e s t  on Ta n g ib le  C a p i t a l  A s s e ts " .  A proposed re d r a f t e d  DD Form 
i860 Is Inc luded In the issues paper and a copy o f  t h i s  Is Inc luded 
here as E x h i b i t  IV -3 - The issues paper d id  no t  Inc lude  a re d r a f t e d  
DD Form !5*+7. Whi le  the r e d r a f te d  DD Form i860 does c l e a r l y  labe l  
the compensation dev ice  " Imputed  I n t e r e s t " ,  th e re  is  n o th in g  in the  
proposed I n s t r u c t i o n s  f o r  the form (no t  i l l u s t r a t e d )  which o f f e r s  any 
e x p la n a t io n  o f  the term " imputed I n t e r e s t " ,  o r  the concept behind the 
term. The Issues paper d iscusses  d e f i n i t i o n s  o f  " F a c i l i t i e s  C a p i t a l "  
and "T a n g ib le  C a p i t a l  A sse ts "  under the heading o f  "Terr.i l no l o g y " ,  
but nowhere Is  I t  Im p l ied  t h a t  the successor t o  DPC No. 107 w i l l  
e la b o r a te  on the term " imputed  i n t e r e s t "  o r  p o in t  t o  what the " r e a l i t y "  
o f  the concept i s .
The issues paper I t s e l f  does Impart  the idea o f  a c l e a r  
d i s t i n c t i o n  between " imputed  i n t e r e s t "  and the t r a d i t i o n a l  concepts 
o f  both " c o s t "  and " p r o f i t " .  I t  s t a t e s :
Thus, ou r  approach is  in  terms o f  ' impu ted  i n t e r e s t ' .
In l i n e  w i th  t h i s  concep t ,  imputed i n t e r e s t  should be regarded 
as separa te and d i s t i n c t  from the two g e n e r a l l y  recogn ized 
ba s ic  elements used In d e te rm in in g  a cos t -cased  c o n t r a c t  p r i c e ,  
namely, a l l o w a b le  c o n t r a c t  co s t  and p r o f i t  o r  f e e . 21
^ ' " I s s u e s  Related t o  a P o ss ib le  Cost Accoun t ing  S tan da rd - -  






TANGIBLE CAPITAL ASSETS IMPUTED INTEREST FACTORS COMPUTATION
Contrac to r :
P r o f i t  Center F a c i l i t i e s  Cap i ta l  P ro je c t io n  P r o f i t  Center: Address:
Contracto r  
F isca l  Year:
t . Imputed 
In te re s t  
Rate A p p l i -  
cable to  
Fa c !1i t i e s  
Cap i ta l
2. Accumula­
t i o n  and 
D i rec t  D is­
t r i b u t i o n
3. A l l o c ­
a t io n  o f  
Undis­
t r i b u te d





In te re s t  
o f  Pro­





A l lo c a ­
t i o n  
Base
7. Tangib le 
Cap i ta l  
Asset Im­
puted 









r Recorded Basis o f  
A l lo c a ­
t io n
C o l 's
2+3
C o l 's
Ix*+
Base
U n i t ( s )
o f
Measure




Und is t r ibu ted

















F iscal  Year
EXHIBIT IV-3 (Continued)
1. Imputed 
In te re s t  
Rate App i i -  
cable to  
F a c i1i t  ies 
Capi ta t
2. Accumula­
t i o n  and 
D i rec t  D is­
t r i b u t i o n
3. A l l o c ­
a t io n  o f  
Undis­
t r i b u te d





In te re s t  
o f  Pro­





A l lo c a ­
t i o n  
Base
7. Tangib le 
Cap i ta l  
Asset Im­
puted 
In te re s t  
Factors
L.— V I*- -U
Recorded
Leased Property
Corporate0 ci_ o a. o Tota lU nd is t r ib u te















" Issues Related to  a Possib le Cost Accounting Standard Cost o f  Money as Part o f  Cost 
o f  C a p i t a l , "  op. c i t . ,  p. 66.
\6k
As mentioned In Chapter  111, the  issues paper does, however,
propose t r e a t i n g  the  imputed I n t e r e s t  as " c o s t "  f o r  purpose o f  fee
d e te r m in a t io n ,  a l though  i t  would no t  be recorded in  the  books as a 
c o s t ,  and I t s  measurement would no t  be geared to  any a c tu a l  
d isbursements f o r  I n t e r e s t .  Thus i t  s t a t e s  " . . .  our  proposed 
Imputed i n t e r e s t  c o s t  should be de term ined w i t h  re fe re nce  to  v e r i f i ­
a b le  a ccoun t in g  da ta  measur ing c o n t r a c t  c a p i t a l  u t i l i z a t i o n  and 
wou ld ,  t h e r e f o r e ,  be recogn ized  as a co s t  in d e te rm in in g  c o n t r a c t  
p r i c e "  (emphasis s u p p l i e d ) .
A p p a re n t l y ,  s ince  p la c in g  the  compensation procedure in the 
ca te go ry  o f  " p r o f i t "  w a sn ' t  acce p ta b le  to  c o n t r a c t o r s ,  the CASB w i l l  
now t r y  to  labe l  I t  " c o s t "  under the assumption t h i s  w i l l  be
p a la t a b le  to  the  c o n t r a c t o r s .  Whi le  the issues paper goes to  g rea t
pa ins  to  d i s t i n g u i s h  the " Imputed I n t e r e s t "  from t r a d i t i o n a l  
c o n t r a c t i n g  concepts o f  " c o s t "  and " p r o f i t " ,  the  CASB a p p a re n t ly  
s t i l l  f e e l s  th a t  the " imputed  i n t e r e s t "  must be c a te g o r iz e d  as e i t h e r  
one o r  the  o th e r .
I b e l ie v e  th a t  because the approach to  " imputed  i n t e r e s t "  
i s  a l s o  being ca s t  in a t w o - v a lu e / i n te n s Io n a t  o r i e n t a t i o n  on the  
o p e ra t io n a l  l e v e l ,  i t  w i l l  make c o n t r a c t o r s  somewhat u n com fo r tab le ,  
a l though  th a t  d is c o m fo r t  may be overcome in o rd e r  t o  take  advantage 
o f  the compensation p rocess.  "C o s t "  in t h i s  ins tance has a fa v o ra b le  
c o n n o ta t io n  to  the c o n t r a c t o r  s ince  i t  im p l ie s  a bas is  f o r  re im burse­
ment, but viewed In the l i g h t  o f  e f f i c i e n c y  d e te r m in a t io n ,  " c o s t "
22| b i d . ,  p. 3.
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becomes an adverse f a c t o r ;  and I t  w i l l  be i n t e r e s t i n g  to  observe the 
c o n t r a c t o r ' s  r e a c t i o n  t o  a sequel to  DPC No. 107 when I t  Is  issued,
I f  " Imputed I n t e r e s t "  i s  lab e led  " c o s t " .
My own recommendation would be t o  fo rm u la te  any successor 
t o  DPC No. 107 In a m u i t i - v a l u e / e x t e n s  Ionat  fo rm a t  by n e i t h e r  l a b e l i n g  
the  " im pu ted  i n t e r e s t "  as " c o s t "  no r  " p r o f i t " .  Some e la b o r a t i o n  on 
the concept o f  " Imputed I n t e r e s t "  sho u ld ,  I b e l i e v e ,  be presented on 
the o p e ra t io n a l  le v e l  r a t h e r  than assuming t h a t  the s o p h i s t i c a t i o n  
o f  the readers w i l l  assure  u n i v e r s a l i t y  o f  unde rs tan d ing  o f  the 
concept .  F i n a l l y ,  I t  should be made c l e a r  t h a t  t h i s  procedure is  
no t  a casual  t r a n s i t i o n  o c c u r r i n g  t o  "bus iness  as u s u a l "  c a p i t a l  
asse t  compensation, bu t  a c o m p le te ly  new and d i f f e r e n t  ( t o  DOD 
c o n t r a c t i n g )  concept which does not f i t  i n t o  the  tw o - v a lu e / l n t e n s io n a l  
c o n te x t  o f  t r a d i t i o n a l  concepts o f  acco un t ing  " c o s t "  o r  " p r o f i t " .
In summary, DPC No. 107 Is  a d i r e c t i v e  document Issued a t  
the  o p e r a t io n a l  l e v e l .  I t  takes a low-key "bu s in ess  as u s u a l "  
approach in in t r o d u c in g  what is  a com p le te ly  new c a p i t a l  compensation 
d e v ic e ,  and pu ts  the labe l  o f  " p r o f i t "  on the d e v ice .  Thus I t  cas ts  
in a t w o - v a lu e / l n t e n s io n a l  o r i e n t a t i o n  a concept which re q u i re s  a 
mu 11 i - v a I u e /e x te n s Io n a I  o r i e n t a t  ion .
C o n t ra c to rs  have been unable to  f i t  the new dev ice i n t o  t h e i r  
t h i n k i n g  about the t r a d i t i o n a l  c o n t r a c t in g  concept o f  p r o f i t  and 
have re je c te d  i t .
The CASB In I t s  issues paper on "Cost  o f  Money as Par t  o f  
Cost o f  C a p i t a l "  Is  p ropos ing  " Imputed I n t e r e s t  on t a n g ib le  c a p i t a l  
a s s e ts "  as a dev ice  t o  rep lace  DPC No. 107. The issues paper c l e a r l y  
d e l in e a te s  t h i s  concept from t r a d i t i o n a l  c o n t r a c t i n g  concepts o f
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" c o s t "  and " p r o f i t " ,  but I n d i c a t i o n s  a re  t h a t  " im pu ted  I n t e r e s t "  
w i l l  a l s o  be in t roduced  a t  the  o p e r a t io n a l  leve l  c a s t  In the two- 
v a l u e / i n t e n s i o n a l l y  o r ie n t e d  concept  o f  " c o s t "  in c o n t r a c t  fee 
d e te rm ln a t I o n .
My own o b s e rv a t io n  Is t h a t  a l th o ug h  c o n t r a c t o r s  may u t i l i z e  
the  d e v ic e ,  they  w i l l  p ro b a b ly  f e e l  un com fo r ta b le  about I t .  F i n a l l y ,  
a recommendation is  made th a t  " im pu ted  i n t e r e s t "  be labe led  n e i t h e r  
" c o s t "  nor " p r o f i t " ,  bu t  t h a t  i t  be in t rodu ced  w i t h  a m u l t i - v a l u e /  
e x te n s Io n a l  o r i e n t a t i o n  as a c o m p le te ly  new concept  In DOD 
c o n t r a c t in g  w i t h  adequate e l a b o r a t i o n  o f  the concept on the  ope ra ­
t i o n a l  l e v e l .
SUMMARY
This  ch a p te r  i n i t i a l l y  t r e a te d  the  p h i l o s o p h ic  system o f  
A r i s t o t l e  and i t s  in f lu e n c e  on the  communicat ion processes and 
thought  p a t te r n s  o f  western  man. The o b s e rv a t io n  was made th a t  t h i s  
o r i e n t a t i o n  leads to  a two-va lued  c e r t a i n t y  o f  " f a c t "  and " r e a l i t y "
In v iew ing  e v e n ts ,  peop le ,  p laces  and t h in g s .
A r i s t o t l e ' s  th ree  la w s - - o f  i d e n t i t y ,  the  exc luded m id d le ,  and 
n o n - c o n t r a d i c t i o n — were d iscu sse d ,  and the  tendency o f  the  accountant  
t o  be tw o -va lue  o r ie n te d  due t o  o p e ra t in g  c o n s i s t e n t l y  in a double 
e n t r y  fo rmat was no ted .  The terms " c o s t "  and " p r o f i t "  were then 
in t roduced  t o  h i g h l i g h t  the o b s e rv a t io n  t h a t  an A r i s t o t e l i a n  
o r i e n t a t i o n  would take com fo r t  in the I l l u s i o n  t h a t  they represented 
two d i s t i n c t  c la sse s  o f  acco un t ing  phenomena e a s i l y  d i s c e r n i b l e  from 
each o th e r .
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Next ,  the  work o f  Korzybsk l  and Hayakawa was d iscussed a long 
w i t h  the d e s i r a b i l i t y  o f  a m u l t i - v a l u e d  o r i e n t a t i o n  embodying the 
a b i l i t y  to  v iew  o b je c t s  o r  events  In terms o f  a range o f  va lu e s ,  
d i s t i n c t i o n s ,  and p o s s ib le  courses o f  a c t i o n .  Korzybsk l  and 
Hayakawa both recogn ized the va lue  o f  two-va lued  l o g ic  In vocabu la ry  
o r d e r  c r e a t i o n  and main tenance,  but  both a l s o  recogn ized the f a c t  
t h a t  a two-va lued  o r i e n t a t i o n  In a t te m p t in g  to  d is c e rn  and d e s c r ib e  
r e a l i t y  is  o f t e n  f a t a l  t o  the  communication process .
F i n a l l y  t h i s  s e c t io n  observed t h a t  DPC No. 107 was c a s t  by 
DOD in the c o n te x t  o f  a two-va lued concept o f  ' ' p r o f i t "  which l e f t  
no room f o r  an opposing v ie w p o in t  by c o n t r a c t o r s .
The concepts o f  e x te n s io n a l  and In te n s Io n a l  o r i e n t a t i o n s
were then in t ro d u c e d .  E x tens iona l  meaning o f  an u t te ra n c e  is  th a t  
which I t  p o in t s  to  In the e x te n s io n a l  w o r i d - - t h a t  which words stand 
f o r .  In te n s io n a l  meaning o f  a word o r  exp ress ion  is  t h a t  which is 
suggested (connoted) Ins ide  an i n d i v i d u a l ' s  head. Agreement can be 
reached on u t te ra n c e s  w i t h  e x te n s io n a l  meaning, w h i l e  i n te n s io n a l  
meanings can c re a te  u n re s o lv a b le  arguments.
Concepts such as " c o s t "  o r  " p r o f i t "  have meaning o n ly  in 
connec t ion  w i th  processes f o r  t h e i r  measurement, and t h i s  was noted 
a long  w i t h  the human tendency to  h a b i t u a l l y  confuse symbols and the
th in g s  they re p re sen t .  The in te n s io n a l  o r i e n t a t i o n  o f  both DOD and
c o n t r a c t o r s  was p o in te d  ou t  as c o n t r i b u t i n g  to  the non-acceptance 
o f  DPC No. 107 by c o n t r a c t o r s .
Some accoun t ing  and economic concepts o f  " c o s t "  and " p r o f i t "  
were then exp lo red  and the co n c lus ion  was drawn t h a t  in genera l  the 
accoun t ing  concepts were more t w o - v a lu e d / i n t e n s lo n a l l y  o r ie n te d  than
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were the  economics concepts .  The o b s e rv a t io n  was a l s o  made t h a t  
DPC No. 107 d e a l t  w i t h  a m u l t l - v a l u e / e x t e n s I o n a l l y  o r ie n t e d  concept ,
but  was cas t  In a tw o - v a lu e / f n t e n s I o n a l  o r i e n t a t i o n .
The l a s t  segment o f  t h i s  cha p te r  d iscussed DPC No. 107 in
the l i g h t  o f  some d e t a i l s  o f  I t s  semantic  o r i e n t a t i o n .  I t s  d i r e c t i v e
n a tu re  and "bu s iness  as u s u a l "  tone were observed as f a c t o r s  in i t s  
f a i l u r e  to  genera te  acceptance o f  a c om p le te ly  new concept  o f  
c o n t r a c t o r  compensation.
The proposed successor  t o  DPC No. 107 and i t s  embodied concept 
o f  " Imputed i n t e r e s t "  were then d iscussed .  The o b s e rv a t io n  was made 
t h a t  a l thoug h  the  CASB issues paper does e x p lo re  in  d e t a i l  the 
d i s t i n c t i o n  between " imputed i n t e r e s t "  and the t r a d i t i o n a l  c o n t r a c t in g  
concepts o f  " c o s t "  and " p r o f i t " ,  a p p a r e n t l y  the  I n t e n t  Is t o  
in t rod u ce  " im pu ted  i n t e r e s t "  on an o p e r a t i o n a l  le v e l  w i th  l i t t l e  o r  
no e l a b o r a t i o n  on the term and c a s t  in the tw o - v a lu e / i n t e n s I o n a l  
c o n te x t  o f  " c o s t " .
A f i n a l  recommendation was made t h a t  the " imputed i n t e r e s t "  
dev ice  be labe led  n e i t h e r  " c o s t "  nor " p r o f i t "  and t h a t  i t  be 
in t roduced  on the o p e ra t io n a l  leve l  w i t h  a mu I t  I - v a lu e d /e x te n s io n a I  
o r i e n t a t i o n  as an e n t i r e l y  new concept in compensat ion o f  DOD 
c o n t r a c t o r s .
CHAPTER V
DESIGN AND ANALYSIS OF THE QUESTIONNAIRE
C o n t r o l l e r s  o f  m a jo r  U n i ted  S ta tes  c o r p o r a t i o n s  were surveyed 
v ia  w r i t t e n  q u e s t io n n a i r e  a t  the end o f  January ,  1975- An a t tem p t  was 
made t o  d i s c e rn  t rends  in the d i r e c t i o n  and magni tude o f  t h e i r  
exper ience  tn ,  and a t t i t u d e s  tow ard ,  c a p i t a l  asse t  r e v a lu a t i o n .  In 
a d d i t i o n ,  some q u es t io n s  on the q u e s t io n n a i r e  were designed t o  g iv e  
some i n d i c a t i o n  o f  t h e i r  semant ic  o r i e n t a t i o n ,  p a r t i c u l a r l y  In 
r e l a t i o n  t o  the  terms " c o s t 11 and " p r o f i t " .
The c o r p o r a t io n s  c o n s is te d  o f  two separa te  p o p u la t i o n s ,  one 
drawn from the index o f  100 companies re c e i v i n g  the l a r g e s t  d o l l a r  
volume o f  m i l i t a r y  pr ime c o n t r a c t  awards In 1973 and the o th e r  be ing 
a random s e l e c t i o n  o f  100 Fortune top 500 U. S. c o r p o r a t i o n s ,  
e x c lu d in g  any c o r p o r a t io n s  in the f i r s t  group.  A compar ison o f  
responses by group was In h e re n t  In the q u e s t io n n a i r e  des ign  to  a l l o w  
f o r  d e t e c t i o n  o f  s i g n i f i c a n t  d i f f e r e n c e s  in response.
The q u e s t io n n a i r e  was designed t o  p ro v id e  i n s i g h t  i n t o  the  
f o l l o w i n g  s p e c i f i c  q u e r ie s :
1. Has th e re  been a s i g n i f i c a n t  inc rease in a t tem p ts  a t  c a p i t a l  
asse t  use r e v a lu a t i o n  in the  U n i ted  S ta tes  due t o  i n f l a t i o n  in 1973“ 
197*+?
2. Were r e v a lu a t i o n  a t tem p ts  geared t o  genera l  p r i c e  le ve l  
Indexes, s p e c i f i c  i n d u s t r y  p r i c e  le v e l  indexes,  e n g in e e r in g  o r  o th e r  
a p p r a i s a l s ,  o r  a com b ina t ion  o f  these f a c t o r s ?
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3. Which indexes (GNP, CPI, e t c . )  were more p red o m in a te ly  used 
f o r  ad jus tm ent?
h .  Where e n g in e e r in g  e s t im a te s  and a p p ra is a ls  were u t i l i z e d  
f o r  r e v a lu a t i o n ,  were they  p re do m ina te ly  i n t e r n a l  o r  e x t e r n a l?
5. Which d e p r e c ia t i o n  methods are  most p re do m ina te ly  used and 
has th e re  been any s i g n i f i c a n t  s h i f t  In methods used in 1973- 197^?
5. Has th e re  been an inc rease  In Importance o f  c a p i t a l  asse t  
use r e v a lu a t i o n  in g e n e ra l ,  and In r e l a t i o n  t o  m a t e r i a l s  and la b o r ,  
and o th e r  overhead in  1973-197^?
7. In what areas would an acce p ta b le  c a p i t a l  asse t  use 
v a l u a t i o n  procedure be most and le a s t  b e n e f i c i a l ?
8.  What sources o f  in fo rm a t io n  about c a p i t a l  asse t  r e v a lu a t i o n  
are regarded as most v a lu a b le ?
9. What Is  the r e l a t i v e  a c c e p t a b i l i t y  o f  indus t ry -spon so red  
c a p i t a l  asse t  use r e v a lu a t i o n ,  and government sponsored r e v a lu a t i o n  in 
the areas o f  income taxes and governmental c o n t r a c t in g ?
10. Would an advantageous compensation ad jus tment  f o r  a 
reva lued  c a p i t a l  asse t  be labe led  " p r o f i t " ,  " c o s t  r e t u r n " ,  n e i t h e r  o f  
the two, a com b ina t ion  o f  bo th ,  o r  a p a r t  o f  c u r re n t  replacement
v a 1ue ?
11. Are the terms " c o s t " ,  " p r o f i t " ,  and " f a i r  market va lu e "  
viewed w i t h  a genera l  tw o -v a lu e d /1 n te n s io n a l  o r i e n t a t i o n ?
CONSTRUCTION OF THE QUESTIONNAIRE
The q u e s t io n n a i r e  was designed to  inc lud e  two s e r ie s  o f  
q u e s t io n s .  Questions I th rough 18 in Par t  I were each couched in 
terms o f  f i v e  p o s s ib le  answers, w i t h  the  respondent asked t o  I n d ic a te
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the most a p p l i c a b le  answer o n ly  t o  each qu e s t io n  by a s i n g le  check 
mark. Questions 1 through 12 In Par t  I I  were cas t  In a fo rmat  which 
a l lowed the respondent to  answer, by a s in g le  check mark in each o f  
two columns, the most a p p ro p r ia te  answer e i t h e r  in two d i f f e r e n t  t ime 
pe r iods  ( p r i o r  t o  1973, and 1973*7*0 o r  as a p p l ied  to  two d i f f e r e n t  
concepts ( I . e . ,  Income taxes and governmental acco un t in g ) .
The heading o f  the f i r s t  page o f  the q u e s t io n n a i re  de f ined  
the term " c a p i t a l  a s s e t "  as i t  was to  be used In the qu e s t io n n a i re  
and po in ted  ou t  the general  i n s t r u c t i o n s  t h a t  a l l  answers were t o  be 
in terms o f  in te rn a l  c o n s id e r a t io n  f o r  p ro d u c t io n  c o n t ra c t  
n e g o t ia t io n s  ra th e r  than formal e x te rn a l  f i n a n c i a l  r e p o r t i n g .
The q u e s t io n n a i re ,  t r a n s m i t t a l  l e t t e r ,  and stamped re tu rn  
envelope were mailed to  c o n t r o l l e r s  o f  se lec ted  c o rp o ra t io n s  in 
January, 1975, w i th  a f o l l o w - u p  l e t t e r  and d u p l i c a te  q u e s t io n n a i re  
copy being mailed to  non-responders In Hay, 1975. Copies o f  the 
qu es t io n n a i re  and both cover t e t t e r s  are inc luded in Appendix A.
SELECTION OF SAMPLE FIRMS
One pop u la t ion  surveyed cons is ted  o f  f i rm s  l i s t e d  In Defense 
Procurement C i r c u la r  No. 119 on the Index o f  100 Companies Which 
Received the Largest  D o l la r  Volume o f  M i l i t a r y  Prime Con trac t  Awards 
in F isca l  Year 1973.*
Because o f  the r e l a t i v e  ease o f  a complete survey o f  the 
p o p u la t io n ,  i t  was decided to  inc lude a l l  c o rp o ra t io n s  l i s t e d  on the
^Defense Procurement C i r c u la r  No. 119, (Washington: Depart­
ment o f  Defense , January 31, 197*0, PP» 10 - 1 1.
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Index In the survey  w i t h  the  e x c e p t io n  o f  f o u r  c o r p o r a t i o n s  l i s t e d  as
n o n - p r o f i t  type  e n t i t i e s .  The assumpt ion was made t h a t  the  Inpu t  from
n o n - p r o f i t  I n s t i t u t i o n s  would not  be v a l i d  f o r  a survey  concern ing
c a p i t a l  asse t  use v a l u a t i o n .  A c c o rd in g ly *  a t o t a l  o f  96 f i r m s  were
se le c ted  f o r  i n c l u s i o n  In the survey  from t h i s  p o p u la t io n .  Th is
p o p u la t io n  is  des igna ted  as "Group I "  in the  survey  and t h a t  term
w i l l  be used t o  r e f e r  to  I t  In subsequent d is c u s s io n .
The second p o p u la t io n  Is drawn from c o rp o r a t io n s  l i s t e d  In
Fortune D i r e c t o r y  o f  the 500 La rges t  I n d u s t r i a l  C o rp o ra t ion s  f o r
the yea r  1973* e x c lu d in g  any c o r p o r a t io n s  t h a t  a re  Inc luded in Group 
2
I .  A t o t a l  o f  64 Group I c o r p o r a t io n s  are among the Fortune 500. 
consequent ly*  the  second p o p u la t io n  was drawn from the remain ing 436. 
The second p o p u la t io n  is  des igna ted  and w i l l  be r e fe r r e d  to  in 
subsequent d is c u s s io n  as "Group I I . "
A complete sample o f  the 100 c o r p o r a t io n s  In Group 11 was 
inc luded  In the survey .  S e le c t io n  o f  Group I I  c o r p o r a t io n s  was made 
by a s s ig n in g  a number to  each p o t e n t i a l l y  e l i g i b l e  c o r p o r a t i o n  in 
the Fortune 500 and then us in g  a t a b le  o f  random numbers to  s e le c t  
c o r p o r a t io n s  f o r  i n c lu s io n  In the group.
ANALYSIS OF QUESTIONNAIRE RETURNS
Q u e s t io n n a i re  responses are summarized In Appendix B.
A t o t a l  o f  54% o r  52 usab le  q u e s t io n n a i re s  o f  Group I were 
re tu rn e d .  In Group I I  the usable  response was 45 q u e s t io n n a i re s  
re tu rned  (45%). A r e l a t i v e l y  small  number o f  q u e s t io n n a i re s  were
^For tune ,  LXXIX (May, 1974), pp. 256-257.
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re tu rned  unanswered, u s u a l l y  w i t h  a p o l i t e  e x p la n a t io n  t h a t  because o f  
l i m i t e d  p e rson n e l ,  t im e  c o n s t r a i n t s ,  e t c . ,  i t  was company p o l i c y  not 
t o  p a r t i c i p a t e  in  such research e f f o r t s .
Responses t o  i n d i v i d u a l  ques t ion s  were coded f o r  computer 
e n t r y  in c lu d in g  i d e n t i f i c a t i o n  t o  e i t h e r  Group I o r  Group I I .  Any 
P a r t  I q u e s t io n  answer which evidenced more than one check mark was 
e l im in a te d  and any P a r t  I I  q u e s t io n  answer which evidenced more than 
one check mark in a column had t h a t  co lumn's  answer e l im in a te d .
Quest ion number 12 In P a r t  I I  appeared to  con fuse a number 
o f  the  respondents vfao l i s t e d  more than one check mark in e i t h e r  the 
" l e a s t "  o r  "m os t"  columns. Column 2 o f  Ques t ion  9 in P a r t  I I  was 
a ls o  l e f t  unanswered by many respondents ,  a p p a r e n t ly  because th e re  
had been no p rev iou s  encoun ters  w i th  "Donated A s s e ts "  by t h e i r  
c o r p o r a t io n s .
Beyond t h a t ,  ques t ion s  were a p p a re n t ly  c l e a r  in meaning to 
the respondents and were g e n e r a l l y  answered In accordance w i t h  the 
q u e s t io n n a i r e  i n s t r u c t i o n s .
The N i c h o l l s  S ta te  U n i v e r s i t y  Computer Center analyzed the 
q u e s t io n n a i r e  responses v i a  the BMDQ4-D U .C .L .A .  Hea l th  Sciences 
Computing F a c i l i t y  Program and o th e r  N.S.U. generated programs to  
g iv e  a v a r i a b le  f requency  count and percentage a n a l y s i s .  A long w i th  
t h i s ,  a computed c h i - s q u a re  and re la te d  degrees o f  freedom a n a ly s is  
was generated t o  compare the c o n fo rm i t y  o f  the two p o p u la t io n s  in 
answers t o  each q u e s t io n  on the q u e s t i o n n a i r e ,  and to  compare responses 
to  Quest ions 2 through 8 in P a r t  I I ,  d e a l in g  w i t h  changes between the 
t ime pe r iods  1973~7*+> and the pe r io d  p r i o r  t o  t h a t  t im e .
17**
P o p u la t io n  and Time 
Per iod  D i f fe re n c e s
I f  the hyp o th es is  t h a t  the responses o f  Group I would d i f f e r  
s i g n i f i c a n t l y  from those o f  Group I I  Is p o s t u la t e d ,  w i t h  a d e s i re d  
con f idence  leve l  o f  95%, I t  appears t h a t  I t  would have to  be re je c te d  
and the  a l t e r n a t i v e  h yp o th e s is  accep ted .  As In d ic a te d  In E x h i b i t  V - l ,  
ou t  o f  18 qu es t io n s  In P a r t  I t h e re  was a s i g n i f i c a n t l y  d i f f e r e n t  
p a t t e r n  o f  response a t  the  95% con f iden ce  l e v e l ,  us ing  the  c r i t i c a l  
c h i - s q u a re  v a lu e ,  on o n ly  t h re e  q u e s t io n s .  In P a r t  I I  th e re  was a 
s i g n i f i c a n t l y  d i f f e r e n t  p a t t e r n  o f  response a t  the  95% con f idence  
le ve l  on o n ly  one q u e s t io n  f o r  both t ime p e r io d s  p lu s  one qu es t ion  
f o r  o n ly  the 1973* 7^  t ime p e r io d .
The th ree  q u es t ion s  In P a r t  I In which a s i g n i f i c a n t  d i f f e r e n c e  
appears ,  as In d ic a te d  by a s t e r i s k s ,  are  Quest ions 6 , and 7* As 
would be expected ,  non-acceptance o f  replacement cos t  f o r  governmental 
c o n t r a c t i n g  would be a much more s i g n i f i c a n t  d e t e r r e n t  f o r  Group I 
than Group I I ;  and cos t  reimbursement sa les  t o  government agencies 
would be r e l a t i v e l y  much more im por tan t  t o  Group I than Group I I .
F i n a l l y ,  the re  appears to  be a t re n d  toward h e a v ie r  p ro d u c t io n  
o r i e n t a t i o n  v i s - a - v i s  sa les  on the p a r t  o f  Group I .  A n a tu ra l  
in fe rence  would perhaps be th a t  c a p i t a l  asse t  use cos ts  would be more 
Im por tan t  t o  Group I ,  bu t  w i t h o u t  a knowledge o f  c a p i t a l  vs .  labor  
i n t e n s i t y ,  i t  would be hard to  l e g i t i m a t e l y  draw th a t  i n fe re n c e .
Other ques t ions  in  the survey  do not ev idence s t a t i s t i c a l l y  s i g n i f i c a n t  
d i f f e r e n c e s  in r e l a t i v e  importance o f  c a p i t a l  asse t  use to  suppor t  
t h a t  c o n te n t io n .
E X H I B I T  V - I
QUESTIONNAIRE RESPONSE CHI-SQUARE VALUES ( N - l )  
GROUP I/GROUP I I  COMPARISON
P a r t Q ues t ion  Number Ch 1 -Square Values Degrees o f  Freedom
1 I 5. 14 3
1 2 7. 55 4
1 3 3.65 3
1 i* 18.94* 4
1 5 6 .58 4
1 6 19.76* 4
1 7 28 .89* 4
1 8 1. 11 4
1 9 6 .0 4 4
1 10 2 . 29 3
1 11 3.30 4
1 12 4 .68 4
1 13 .*♦7 4
1 14 2.8 3
1 15 6 .84 4
1 16 3 .74 4
1 17 5.56 4
1 18 2. 13 4
Col .  1 C o l .  2 Co l .  1 C o l .  2
2 1 4 .68 5.34 4 4
2 2 16.00* 21 .38* 4 4
2 3 4 .1 4 4 .8 9 4 4
2 4 3.38 4.73 3 5
2 5 6.95 5 .00 4 4
2 6 1.05 4 .84 4 4
2 7 1.70 4.86 4 4
2 8 3 .8 6 5 .68 3 4
2 9 3.60 10.85* 4 4
2 10 3.02 .41 4 4
2 11 3.43 3.91 4 4
2 12 - -
* S Ig n i  f l e a n t
C r i t i c a l  Values o f  Chi-Square — 95% Confidence Level
X2 Degree o f  Freedom
7752 3
9 .49  4
11.07 5
Source:
Q u e s t io n n a i re  Survey o f  C o rp o ra t io n s .
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A p a t t e r n  o f  heavy o r i e n t a t i o n  to  s t r a i g h t  l i n e  d e p r e c ia t i o n  
on the p a r t  o f  Group I I  c o r p o ra t io n s  as compared to  more r e l a t i v e  
emphasis on d e c l i n i n g  ba lance and sum o f  the years d i g i t s  d e p r e c ia t i o n  
methods f o r  Group I c o r p o r a t io n s  emerges f rom Quest ion 2 o f  Par t  I I .
In l i g h t  o f  the p ragm at ic  c o n s id e r a t Io n s  d i c t a t i n g  method cho ice  o f  
d e p r e c ia t i o n  d iscussed in Chapter  I I ,  t h i s  would seem c o n s i s te n t  w i th  
the c o n t r a c t i n g  advantage t o  be gained by use o f  a c c e le ra te d  methods 
by Group I c o r p o r a t io n s  v i s - a - v i s  the  lack  o f  t h i s  i n c e n t i v e  on the 
p a r t  o f  Group I I  c o r p o r a t io n s .
Q ues t ion  9 in P a r t  I I  would seem to  in d ic a te  a much more 
pronounced p a t t e r n  o f  v a lu in g  donated asse ts  a t  zero  on the p a r t  o f  
Group I c o r p o r a t io n s ;  but due to  the r e l a t i v e l y  small  number o f  
responses t o  t h i s  q u e s t io n ,  as p o in te d  ou t  p r e v i o u s l y ,  I t  is  d o u b t fu l  
t h a t  much s i g n i f i c a n c e  should be a t tached  to  t h i s  r e l a t i o n s h i p .
The hyp o th es is  th a t  responses to  Questions 2 th rough 8 in 
Par t  I I  were s i g n i f i c a n t l y  d i f f e r e n t  f o r  the p e r io d  l973- 7^ ,  as 
compared to  the p e r io d  p r i o r  t o  1973, would have to  be r e je c t e d ,  and 
again the a l t e r n a t i v e  hypo thes is  accepted a t  a d e s i re d  con f idence  
le v e l  o f  95%.
An a n a ly s i s  o f  E x h ib i t  V-2 revea ls  o n ly  one s i g n i f i c a n t  c h i -  
square v a lu e ,  a t  the 95% con f idence  l e v e l ,  in the e n t i r e  group o f  
ques t ions  con s ide red .  The c h i - s q u a re  a n a ly s i s  is  based on a compar i ­
son o f  responses by both Groups I and I I  to  Quest ions 2 through 8 , Par t  
I I  o f  the q u e s t io n n a i r e .  S i g n i f i c a n t  d i f f e r e n c e s  in answers g iven f o r  
the t ime p e r io d  1973_7** (column 2) as compared to  answers g iven f o r  the 
p e r io d  p r i o r  to  1973 (column I )  a re  r e f l e c t e d  by c h i -s q u a re  va lues in 
excess o f  the c r i t i c a l  c h i - s q u a re  va lue  a t  the r e la te d  degrees o f  freedom.
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EXHIBIT V-2
QUESTIONNAIRE RESPONSE CHI-SQUARE VALUES ( N - l )  
COLUMN I/COLUMN 2 COMPARISON 
QUESTIONS 2-8,  PART 2
Quest Ion Chi-Square Degrees o f
Number Values Freedom
Group 1 G roup 11 Group 1 Group 11
2 .44 1.39 4 3
3 3.30 .72 4 3
4 2.94 1.20 4 3
5 1.34 .21 3 2
6 5.58 1.25 4 4
7 3.43 6.85 4 3
8
.Lf f -II I__.1.
4.14 ______ 9* 13*. 4 2
C r i t i c a l  Values o f  Chi-Square — 95% Confidence Level
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The response o f  Group I I  c o r p o r a t io n s  t o  Quest ion  8 In P ar t  
I I  revea led  a marked Increase In percentage o f  c o r p o r a t io n s  (kk.2%  t o  
72.7%) which conducted In fo rma l  s tu d ie s  o f  c a p i t a l  asse t  use re v a lu a ­
t i o n  In 1973“ 7^ * as compared t o  the p e r io d  p r i o r  t o  1573. I t  a ls o  
ev idenced a s t ro n g  decrease (3*4% to  25%) In the same t ime p e r io d  o f  
c o r p o r a t io n s  In the same group which under took  no I n v e s t i g a t i o n  o f  
c a p i t a l  asse t  r e v a lu a t i o n  a t  a l l .
I f  the  d e s i re d  con f idence  le ve l  Is  dropped to  90% (X^ ■ 9 . 214,
7 .7 8 ,  6 .25  and <4.61 r e s p e c t i v e l y  f o r  5t  *♦» 3. and 2 degrees o f  
freedom) o n ly  Group 11 * s response t o  Quest ion 7 in the t ime pe r iod  
compar ison a d d i t i o n a l l y  exceeds c r i t i c a l  c h i - s q u a re  va lues f o r  e i t h e r  
the p o p u la t io n  o r  t ime pe r iod  compar isons.
However, In Par t  I ,  Questions I ,  2, 5,  9,  and 15, and in 
P a r t  I I ,  Quest ion 5 ,  Column I ,  computed c h i - s q u a re  va lues approach 
the c r i t i c a l  va lue  f o r  r e la te d  degrees o f  freedom in the p o p u la t io n  
response compar ison. Only Group I * s response to  Quest ion 6 In the 
t ime p e r io d  comparison shows any a d d i t i o n a l  I n d i c a t i o n  o f  approaching 
c r i t i c a l  c h f -squ a re  va lues f o r  r e la te d  degrees o f  freedom.
In summary, the re  appear t o  be s i g n i f i c a n t  d i f f e r e n c e s  between 
responses o f  Group I and Group I I  In r e l a t i v e  Importance o f  non- 
acceptance o f  replacement cos t  In government c o n t r a c t in g  as a 
d e te r r e n t  t o  I t s  use,  r e l a t i v e  Importance o f  cos t  reimbursement sa les  
to  government agenc ies ,  r e l a t i v e  we igh t  o f  p ro d u c t io n  versus sa les 
o r i e n t a t i o n ,  and r e l a t i v e  use o f  s t r a i g h t  l i n e  d e p r e c ia t i o n  versus 
d e c l i n i n g  balance and s um -o f - th e -yea rs  d i g i t s  methods. An In d ic a te d  d i f f e r e n c e  
In r e l a t i v e  percentage o f  f i rm s  which va lue donatea asse ts  a t  zero was 
quest ioned because o f  the s m a l le r  number o f  responses to  the q u e s t io n .
179
A d d i t i o n a l l y ,  th e re  appears t o  be a d i f f e r e n c e  approaching 
s i g n i f i c a n c e  between the  responses o f  Groups I and I I  in  the areas o f  
r e l a t i v e  importance o f  c a p i t a l  asse t  use cos ts  in g e n e ra l ,  and 
compared t o  m a t e r i a l s  and la b o r ,  in c a p i t a l  asse t  age s t r u c t u r e ,  
" p r o f i t "  versus " c o s t "  o r  " rep lacem en t  v a lu e "  o r i e n t a t i o n ,  r e l a t i v e  
importance o f  " i n s i d e "  versus " o u t s i d e "  e n g in e e r in g  s tu d ie s  and 
a p p r a i s a l s ,  and r e l a t i v e  a c c e p t a b i l i t y  o f  indus t ry -sponso red  c a p i t a l  
asse t  r e v a lu a t i o n .
Amount o f  C a p i ta l  Asset 
R e va lua t io n  A t tempts
The f i r s t  q u es t io n  posed in the I n t r o d u c t i o n  o f  t h i s  chap te r  
sought some e v a lu a t i o n  o f  the r e l a t i v e  magni tude o f  c a p i t a l  asse t  
r e v a lu a t io n  a t tem pts  d u r in g  1973-7**. Quest ions 7 and 8 o f  P a r t  I I  
r e la te d  t o  an e v a lu a t i o n  o f  t h i s  q u e s t io n .
Quest ion  7 In d ic a te d  th a t  both Groups I and I I  showed a t rend  
toward increased e x p lo r a t i o n  o f  c a p i t a l  asse t  use r e v a lu a t i o n .  Group 
I c o r p o r a t io n s  who had done no e x p lo r a t i o n  a t  a l l  dropped from 42.9% 
to  29 .k% w h i le  Group I I  showed a much more pronounced drop from 
*+*♦.*+% to  20%. C o rpo ra t ions  who had performed moderate e x p lo r a t i o n  
increased from 16.3% t o  23.6% In Group I and 22.2% t o  35.6% in  Group
I I .  F i n a l l y ,  both Group 1 and Group I I  c o r p o r a t io n s  showed smalt 
percentage increases in more e x te n s iv e  e x p lo r a t i o n s .
Quest ion 8 in d ic a te d  a marked Increase in in fo rm a l  s tu d ie s  
o f  c a p i t a l  asse t  use r e v a lu a t io n  in Group I I  from Mt.2% to  72.7% 
and a ls o  an increase in  Group i from *+3.7% to  5^.0%. There were no 
s i g n i f i c a n t  increases in o th e r  types o f  i n v e s t i g a t i o n s .
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In summary, I t  appears t h a t  th e re  was an Increase in the  
r e l a t i v e  percentage o f  companies v4i t c h  exp lo re d  c a p i t a l  asse t  use 
r e v a lu a t i o n  on a moderate b a s is ,  p r i m a r i l y  v i a  in fo rm a l  s tu d ie s .
In d ex /A pp ra isa l  General O r ie n t a t io n
Quest ion  3 o f  P a r t  I I  was designed t o  g iv e  some i n d i c a t i o n  o f  
whether c a p i t a l  asse t  c o s ts  had been a d jus te d  by genera l  o r  s p e c i f i c  
indexes, en g in e e r in g  s tu d ie s  a n d /o r  a p p r a is a ls  o r  a com b ina t ion  o f  
these methods. The m a j o r i t y  o f  c o r p o r a t io n s  in Group I and Group I I  
had made no ad jus tment  o f  c a p i t a l  asse t  cos ts  a t  a l l  p r i o r  t o  1973- 
There was a small  increase in the d i r e c t i o n  o f  r e v a lu a t i o n  v i a  the 
use o f  general  p r i c e  indexes in )973~7**» and some I n d i c a t i o n  o f  a 
small  increase in  the use o f  r e v a lu a t i o n  v i a  a com b ina t ion  o f  the 
methods In 1973~7*t by Group I c o r p o r a t io n s ,
Index Type Predominance
Quest ion *+ o f  P a r t  I I  was o r ie n te d  toward p r o v id in g  an 
in d ic a t i o n  o f  which type o f  indexes had been used by c o r p o r a t i o n s  
a d ju s t i n g  c a p i t a l  asse t  h i s t o r i c a l  co s t  v i a  Index. Again the vast 
m a j o r i t y  o f  c o r p o r a t io n s  In d ic a te d  no ad jus tm ent  v ia  index.  Of 
those c o r p o r a t io n s  which a d ju s ted  by index,  the GNP D e f l a t o r  was the 
most w id e ly  used (*+.3% and 9.5% f o r  Groups I and I I  r e s p e c t i v e l y  in 
I973~7i0 .  Group I c o r p o r a t io n s  showed some tendency to  a d ju s t  v i a  
a sub - index  o f  the CPI, WPI, o r  GNP P r ic e  D e f l a t o r  indexes o r  Index 
o th e r  than those mentioned above.
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I n t e r n a l  Versus E x te rn a l  E ng in ee r ing  
Est imates  a n d /o r  A p p ra is a ls
Quest ion 5 o f  P a r t  I I  p rov ided  some I n s ig h t  i n t o  r e l a t i v e  use 
o f  I n t e r n a l  versus  e x te r n a l  e n g in e e r in g  s tu d ie s  a n d /o r  a p p r a i s a l s .
Once a g a in ,  most c o r p o r a t io n s  d id  not  a d ju s t  h i s t o r i c a l  cos t  by e i t h e r  
method. Of those c o rp o r a t io n s  who d id  a d j u s t ,  Group I In d ic a te d  no 
use o f  I n t e r n a l  a p p ra is a ls  and e x te r n a l  e n g in e e r in g  e s t im a te s ,  w h i le  
Group I t  in d ic a te d  no use o f  o u ts id e  a p p r a i s a l s .
D e p re c ia t io n  Method Use
An i n d i c a t i o n  o f  v a r i a t i o n  in p a t t e r n s  o f  d e p r e c ia t i o n  method 
use was p rov ided  by Q ues t ion  2 o f  P a r t  I I .  As would be p r e d i c t a b l e ,  
the re  was an i n f I n e te s im a l  i n d i c a t i o n  o f  method change in 1973“ 7^  
as compared to  the p e r io d  p r i o r  t o  1973. The e f f e c t  o f  APB Opin ion 
No. 20 which has c l e a r l y  brought method change to  a s t a n d s t i l l  in 
f i n a n c i a l  r e p o r t i n g  a p p a r e n t ly  is  hav ing  a c o n s i s te n t  e f f e c t  in 
r e c o g n i t i o n  o f  c a p i t a l  asse t  use f o r  i n t e r n a l  purposes a l s o .
The s i g n i f i c a n t  d i f f e r e n c e  in  p a t t e r n  o f  method use p r e v io u s ly  
p o in te d  out  is  e v id e n t  from a comparison o f  r e l a t i v e  percentages o f  
use in 1973_7** o f  s t r a i g h t  l i n e  by Group I c o rp o r a t io n s  (*+*+,0%) as 
compared to  Group I I  (8 8 .*+%). D e c l in in g  balance and sum o f  the years 
d i g i t s  methods are used by 22.0% and 30% r e s p e c t i v e l y  o f  Group I 
c o r p o ra t io n s  as compared to  9.3% and 2.3% o f  Group I I  c o r p o r a t io n s .
The o b s e rv a t io n s  here aga in  seem to  r e in f o r c e  the idea th a t  
ad op t ion  o f  d e p r e c ia t i o n  methods has been geared t o  pragmat ic  b e n e f i t s  
t o  be d e r iv e d  from use o f  the  method chosen, not t o  a t tem p ts  to  
c o r r e l a t e  assumed r e l a t i v e  d e c l in e  in u t i l i t y  to  method ch o ice .  Aga in ,
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the  new CASB d e p r e c ia t i o n  s ta n d a rd 's  In s i s te n c e  on a t te m p ts  t o  measure 
f l o w  o f  asse t  s e r v ic e s  In p a r t i c u l a r  p e r io d s  seems doomed to  be an 
e x e rc is e  In f u t i l i t y .
R e la t i v e  Importance o f  C a p i t a l  
Asset  Use R eva lu a t ion
Quest ions  I and 6 In P ar t  I I  were posed in o r d e r  t o  ga in  same 
i n s i g h t  as to  r e l a t i v e  increase  in  importance o f  c a p i t a l  asse t  
r e v a lu a t io n  In genera l  and In r e l a t i o n  t o  m a te r i a l s  and la b o r ,  and 
o th e r  overhead in 1973_7*+ as compared t o  the p e r io d  p r i o r  to  1973.
In Quest ion 6 response the percentage o f  c o r p o r a t io n s  which 
f e l t  t h a t  the d i f f e r e n c e  between c a p i t a l  asse t  h i s t o r i c a l  cos t  and 
c u r r e n t  replacement va lue  was " n o t  too  im p o r ta n t "  f e l l  from 32.7 and 
*♦0.5 f o r  Group I and Group I I  r e s p e c t i v e l y  p r i o r  to  1973, t o  18.3 
and 35 .8  r e s p e c t i v e l y  f o r  the same groups in 1973-7**. For the  
pe r io d  p r i o r  t o  1973, *+.1% and 2.k% o f  Group I and Group I I  c o rp o ra ­
t i o n s  r e s p e c t i v e l y  f e l t  t h i s  d i f f e r e n c e  was " c r i t i c a l "  as compared to  
10.2% and 7.1% r e s p e c t i v e l y  f o r  the  same groups in 1973“ 7**. For the 
p e r io d  p r i o r  t o  1973, 12.2% o f  Group I c o r p o r a t io n s  thought  t h i s  
d i f f e r e n c e  was " v e r y  im p o r ta n t "  as compared t o  2 k .5% w i th  t h a t  o u t ­
look in 1973-7*+.
Whi le  the  d i f f e r e n c e  In responses on a pe r io d  comparison bas is  
was no t  cons idered  s t a t i s t i c a l l y  s i g n i f i c a n t  a t  the 95% le v e l  f o r  
c i t h e r  g roup ,  i t  approaches s i g n i f i c a n c e  much more c l o s e l y  f o r  Group I 
than Group I I .  A p o s s ib le  e x p la n a t io n  f o r  t h i s  m igh t  be the f a c t  
t h a t  Group I c o r p o r a t io n s  are d i r e c t l y  compensated f o r  use o f  
c a p i t a l  asse ts  by DOD, w h i le  compensation f o r  Group I I  c o r p o r a t io n s
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comes In the  form o f  revenue generated by s a le s  o f  p rodu c ts  produced 
by the  c a p i t a l  a s s e ts .  The d i f f e r e n c e  Is  much more v i s i b l e  t o  the DOD 
c o n t r a c t o r  who re ce ives  compensat ion v i a  d e p r e c ia t i o n  on c a p i t a l  
asse t  h i s t o r i c a l  c o s t  w h i l e  a t  the same t ime be ing w e l l  aware o f  the 
p r i c e  he is  c u r r e n t l y  pay ing  t o  a c q u i re  s i m i l a r  new c a p i t a l  a s s e ts .
Questions 1, 2, and 3 In P a r t  I were designed to  g ive  some 
I n d i c a t i o n  o f  c u r r e n t  r e l a t i v e  importance o f  c a p i t a l  asse t  use c o s ts .  
Quest ion  1 gave a p a t t e r n  o f  response which in d ic a te d  s l i g h t l y  more 
importance was p laced on c a p i t a l  asse t  use co s ts  by Group I 
respondents than by Group I I  responden ts ,  bu t  t h a t  both groups leaned 
In the  d i r e c t i o n  o f  Importance as opposed t o  un importance o f  c a p i t a l  
asse t  use.
Quest ion 2 In d ic a te d  t h a t  both groups ra ted c a p i t a l  asse t  
use cos ts  as be ing somewhat less  Im por tan t  than cos ts  o f  m a t e r i a l s  and 
la b o r .  Aga in ,  Group I I  respondents r e p l i e s  in d ic a te d  they  placed 
less importance on c a p i t a l  asse t  use cos ts  r e l a t i v e  t o  m a t e r i a l s  and 
la b o r  than d id  the  respondents In  Group I .
C a p i ta l  asse t  use cos ts  were ra ted  as s l i g h t l y  more im po r tan t  
than o th e r  overhead Items by both Groups 1 and I I  In Quest ion  3,  but 
a d e f i n i t e  t rend  o f  d i f f e r e n c e  In r e l a t i v e  importance between the two 
groups was hard t o  d e te c t  as is  in d ic a te d  by the much lower c h i -  
square va lue  f o r  t h i s  q u e s t io n .
The p a t t e r n  o f  response t o  Ques t ion  1 by Group I c o rp o r a t io n s  
In d ic a te d  a s l i g h t l y  l a r g e r  p r o p o r t i o n  o f  responses r e f l e c t i n g  an 
increase in importance o f  c a p i t a l  asse t  use va lue  compared to  both 
m a t e r i a l s  and la b o r ,  and o th e r  overhead than the p r o p o r t i o n  o f
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responses i n d i c a t i n g  a d e c l in e  in importance r e l a t i v e  t o  these  two 
areas .  There appeared t o  be s l i g h t  edge in Increase o f  c a p i t a l  asse t  
use va lu e  r e l a t i v e  t o  o th e r  overhead i tems as compared t o  m a t e r i a l s  
and la b o r .  C o rp o ra t io n s  In Group I I  r e f l e c t e d  the same genera l  
p a t t e r n  o f  response except  t h a t  none o f  the group re po r ted  a 
c o n s id e ra b le  decrease in importance in c a p i t a l  asse t  use va lue  
compared t o  o th e r  overhead,  w h i le  a t  the  same t ime 13**+% re po r ted  
c a p i t a l  asse t  use v a lu e  decreased c o n s id e ra b ly  in comparison to  
m a t e r i a l s  and la b o r .
Areas B e ne f i ted  " H o s t "  and " L e a s t "  
bv C a p i t a l  Asset R eva lu a t io n
As e x p la in e d  p r e v i o u s l y ,  Q ues t ion  12 In P a r t  I I ,  which was 
designed t o  p ro v id e  an i n s i g h t  I n t o  the q u es t io n  o f  which o f  f i v e  
d i f f e r e n t  areas would be b e n e f i t e d  "m o s t "  and " l e a s t "  by an 
a cce p ta b le  c a p i t a l  asse t  r e v a lu a t i o n  p rocedure ,  was a p p a re n t l y  w id e ly  
m isunders tood by respondents .  The f i v e  areas o f f e r e d  f o r  d e s ig n a t io n  
as b e n e f i t e d  "m o s t "  and " l e a s t "  were un ion  n e g o t i a t i o n s ,  income 
ta x e s ,  I n t e r n a l  t r a n s f e r  p r i c i n g ,  governmental c o n t r a c t i n g ,  and 
d iv id e n d  p o l i c y  de fense .  Some respondents a p p a r e n t ly  assumed each 
area had to  be put  I n t o  e i t h e r  the "most"  o r  " l e a s t "  c a te g o ry ,  and 
responded by p u t t i n g  a check mark In e i t h e r  column by a l l  f i v e  terms. 
Those columns which ev idenced more than one check mark were e l im in a te d  
from the response c o m p i l a t i o n .  T h is  reduced sample s iz e  c o n s id e r a b ly ,  
but in  columns I and 2 In both groups t o t a l  responses exceeded the 
30 u s u a l l y  cons idered  a minimum f o r  s t a t i s t i c a l  in fe re n c e .
C l e a r l y ,  bo th  Groups t and I I  f e l t  t h a t  the income tax  area 
would b e n e f i t  most from an accep ta b le  c a p i t a l  asset  r e v a lu a t i o n
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procedure  (68.5% and 85.6% r e s p e c t i v e l y ) .  As would be expec ted ,  
governmental c o n t r a c t i n g  was s e le c te d  by Group I as the  second cho ice  
In terms o f  area t o  be b e n e f i t e d  most (22.8%).  D iv idend  p o l i c y  
defense was s e le c te d  by 8 . 6% o f  Group I I  respondents  as the area to  
b e n e f i t  most. None o f  the  o th e r  areas were f e l t  t o  be the "most 
b e n e f i t e d "  by a s i g n i f i c a n t  number o f  respondents .
Union n e g o t ia t i o n s  were se le c te d  as the  most p r e v a le n t  
" l e a s t  b e n e f i t e d "  a rea by Group I c o r p o r a t io n s  (44.4%), f o l lo w e d  by 
d iv id e n d  p o l i c y  defense (30.6%).  Group I t  respondents l o g i c a l l y  
tabbed governmental c o n t r a c t i n g  as the area o f  le a s t  b e n e f i t  most 
o f t e n  (50%), fo l lo w e d  by un ion n e g o t ia t i o n s  (26.1%). The f a c t  t h a t  
both groups f e l t  l i t t l e  b e n e f i t  would be d e r iv e d  in un ion  n e g o t ia t i o n s  
Is I n t e r e s t i n g  and p ro ba b ly  Is a r e f l e c t i o n  o f  the f a c t  t h a t  un ion 
n e g o t ia t i o n s  appear in t h i s  c o u n t r y  t o  be t i e d  more to  cos t  o f  l i v i n g  
than employer a b i l i t y  t o  pay.
R e la t i v e  Value o f  In fo rm a t io n  Sources 
and Method P r e f e r a b i i i t v
Quest ion 2 in P a r t  I o f f e r e d  f i v e  p o s s i b i l i t i e s  as in fo rm a t io n  
sources on c a p i t a l  asse t  use v a l u a t i o n ,  and the overwhelming response 
was o r ie n te d  toward the expe r ience  o f  o u ts id e  a p p ra is e rs  and the 
respondent c o r p o r a t i o n ' s  own i n t e r n a l  e xpe r ience .  There was l i t t l e  
v a r i a t i o n  in response between Group I and Group I I  w i t h  Groups I and 
I I  l i s t i n g  the expe r ience  o f  o u t s id e  a p p ra is e rs  as most v a lu a b le ,
46.0% and 50 . 0% r e s p e c t i v e l y ,  and i n t e r n a l  expe r ience  38.0% and 41.0% 
r e s p e c t i v e l y .  There was l i t t l e  enthusiasm f o r  the I n t e r n a l  Revenue 
Serv ice  as an in fo rm a t io n  source and p r a c t i c a l l y  none f o r  l i t i g a t i o n ,  
as would be expected.  The exper ience  o f  h i g h l y  i n f l a t e d  f o r e ig n
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economies was ra ted  as most v a lu a b le  source by 10. 0% and 4.5% o f  
Groups I and I I  r e s p e c t i v e l y .
The phrase " h i g h l y  I n f l a t e d "  may have c re a ted  an u n i n t e n t i o n a l  
b ia s  In the  q u e s t io n .  My own o b s e r v a t io n ,  as made In Chapter 11 I o f  
t h i s  d i s s e r t a t i o n ,  would be t h a t  the expe r ience  o f  " h i g h l y  I n f l a t e d "  
f o r e ig n  economies has l i t t l e  t o  o f f e r ,  but the p r a c t i c a l  exper ience  
o f  some o f  the more m odera te ly  i n f l a t e d  economies cou ld  be one o f  the 
more v a lu a b le  sources o f  in fo rm a t io n  on asse t  r e v a lu a t i o n .
One o f  the problems a l lu d e d  t o  p r e v io u s ly  was t h a t  o f  
r e c o n c i l i n g  the o r i e n t a t i o n  o f  the leg a l  p r o fe s s io n  to  th a t  o f  the 
accoun t ing  p r o fe s s io n  in  the development o f  a c a p i t a )  asse t  re v a lu a ­
t i o n  system. The d is c u s s io n  o f  the R e n e g o t ia t io n  Board cases in 
Chapter  l i t  i l l u s t r a t e d  an apparent  m isunde rs tand Ing  o f  a ccoun t in g  
concepts by the j u d i c i a r y .  A long w i t h  t h i s ,  I have p e r s o n a l l y  heard 
accoun tan ts  a t  t imes express c h a g r in  a t  t h e i r  p e rc e p t io n  o f  what 
happens t o  a ccoun t in g  concepts in the hands o f  a t t o rn e y s  a d m in is te r in g  
them.
Quest ion 13 in P a r t  I was designed to  o f f e r  some i n s i g h t  I n t o  
the  r e l a t i v e  w e igh ts  o f  asse t  r e v a lu a t i o n  as an acco un t ing  problem 
v i s - a - v i s  a lega l  problem. The im p l i c a t i o n  be ing ,  o f  cou rse ,  t h a t  
t h i s  would have some c o r r e l a t i o n  w i t h  the r e l a t i v e  va lue  o f  the 
e x p e r t i s e  o f  the lega l  p r o fe s s io n  versus th a t  o f  the accoun t ing  
p r o fe s s io n  in de ve lop ing  a c a p i t a l  asse t  r e v a lu a t i o n  system.
Both g roups1 responses in d ic a te d  a p a t t e r n  o f  re ga rd ing  asse t  
r e v a lu a t i o n  as more o f  an accoun t in g  problem than a lega l  one, but 
s t i l l  w i t h  an a p p r e c ia t i o n  o f  the lega l  problem invo lv e d .  I t  is  
i n t e r e s t i n g  to  note  t h a t  the  o r i e n t a t i o n  o f  Group I was more
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pronounced toward v iew in g  asse t  r e v a lu a t i o n  as a lega l  problem than 
was Group 111s o r i e n t a t i o n .  O bv ious ly  Group I would have more 
exp e r ie nce  w i t h  government r e g u la t i o n  and t h i s  lends credence to  the  
response p a t t e r n .
Quest ions  12 and 17 In P a r t  I were o r ie n t e d  t o  o b ta in in g  
some i n d i c a t i o n  o f  r e v a lu a t i o n  methodology p re fe re n c e .  In response to  
Quest ion  12, i n t e r e s t i n g l y ,  bo th  groups showed a marked p re fe re n ce
f o r  across the board r e v a lu a t i o n  v i a  an I n d u s t r y  Index as compared t o
o th e r  r e v a lu a t i o n  methods o f  s u b je c t i v e  e x p e r ie n c e ,  independent 
a p p r a i s a l ,  and across  the board r e v a lu a t i o n  v i a  a genera) index.
The p a t t e r n  o f  response was s i m i l a r  f o r  both groups,  w i th  
both showing a p p r e c ia t i o n  f o r  the  use fu lne ss  o f  a com b ina t ion  o f  
suggested methods.
Quest ion  17 in d ic a te d  a p re fe re nce  o f  both groups f o r  economic 
ad jus tm ent  o f  " c o s t "  as a means o f  r e c o g n i t i o n  o f  i n f l a t i o n a r y  e f f e c t s  
on c a p i t a l  asse t  use in governmental c o n t r a c t i n g  and income taxes .  
Ad justment o f  " p r o f i t "  was chosen as le a s t  p r e fe r a b le  by both groups. 
N e i th e r  group regarded s u b s t i t u t i o n  o f  le a s in g  cos ts  o f  asse ts  f o r  
d e p r e c ia t i o n  as a ve ry  d e s i r a b le  concept as in d ic a te d  by a *+.1% and 
0.0% response by Groups I and I I  r e s p e c t i v e l y .
A c c e p t a b i l i t y  o f  i n d u s t r y  and
Government Sponsored R eva lu a t io n
Quest ion  15 in P a r t  I and Question 10 in P a r t  I I  were designed 
t o  p rov id e  some i n s i g h t  i n t o  r e l a t i v e  a c c e p t a b i l i t y  o f  in d u s t r y  
sponsored asse t  r e v a lu a t i o n ,  and government sponsored r e v a lu a t i o n  f o r  
income ta x  and governmental c o n t r a c t i n g  purposes.
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The response o f  Group I t o  Q ues t ion  15 in d ic a te d  a p a t t e r n  
o f  more t o le ra n c e  and a c c e p t a b i l i t y  f o r  i n d u s t r y  sponsored c a p i t a l  
asse t  r e v a lu a t io n  than d id  the response p a t t e r n  o f  Group I I .  The 
percen tage o f  Group I en do rs ing  i n d u s t r y  sponsored c a p i t a l  asse t  
r e v a lu a t i o n  Nin pe r io d s  o f  ra p id  i n f l a t i o n "  was *+0 . 9% as compared to  
28.6% f o r  Group I I .  A c c e p t a b i l i t y  o f  i n d u s t r y  sponsored r e v a lu a t i o n  
" o n l y  as a ' l a s t  r e s o r t 1 i n f l a t i o n  p e r io d  a l t e r n a t i v e "  was ev idenced 
by *+2.9% o f  Group t l  respondents as compared t o  o n ly  18.9% o f  Group 
I respondents .  F i n a l l y ,  13.6% o f  Group I respondents  found in d u s t r y  
sponsored r e v a lu a t io n  acce p ta b le  in " f a i r l y  s t a b le  economic p e r io d s "  
as compared to  o n ly  5.7% f o r  Group I I .
Answers to  Quest ion 10 in d ic a te d  a f a i r l y  c o n s is te n t  p a t t e r n  
o f  response f o r  both Groups I and I I  weigh ted toward acceptance o f  
government sponsored c a p i t a l  asse t  r e v a lu a t i o n  in both income taxes 
and governmental c o n t r a c t i n g .  Group I respondents  in d ic a te d  *+5-7% 
and *+7.3% acceptance o f  the concept o f  government sponsored 
r e v a lu a t i o n  " w i t h  some r e s e r v a t i o n s "  in the areas o f  income taxes and 
governmental a ccoun t in g  r e s p e c t i v e l y  as compared t o  *+3.0% and *+*+.)% 
f o r  Group I I  respondents .  " E n t h u s ia s t i c  welcome" o f  the same re la te d  
concepts was in d ic a te d  by 28.3% and 26.1% o f  Group I as compared to  
31.7% and 26.5% o f  Group I I  r e s p e c t i v e l y .
About the same r e l a t i v e  percentages o f  respondents in Group I 
and Group I I  f e l t  t h a t  government sponsored c a p i t a l  asse t  r e v a lu a t io n  
should be " r e j e c t e d  c o m p le te ly "  in income taxes and governmental 
c o n t r a c t in g  (8.7% and 10.9% f o r  Group I ,  versus 9.3% and 11.8% f o r  
Group I I ) ,
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C a p i t a l  Asset R eva lu a t ion  
Advantage " L a b e l "
An Idea o f  the " l a b e l "  t o  be a t tache d  t o  a s i g n i f i c a n t  ta x  
o r  c o n t r a c t i n g  advantage v i a  c a p i t a l  asse t  r e v a l u a t i o n ,  and whether 
t h a t  same " l a b e l "  would be a p p l ie d  to  compensat ion f o r  use o f  a 
f u l l y  de p re c ia te d  asse t  was p ro v ide d  by answers to  Quest ions 8 and 9 
in Par t  I .
Responses to  both Quest ions  8 and 9 by both groups e x h ib i t e d  
no c l e a r  p re fe re nce  f o r  a labe l  t o  a t t a c h  t o  e i t h e r  a tax  o r  
c o n t r a c t i n g  advantage a r i s i n g  from c a p i t a l  asse t  r e v a lu a t i o n  o r  
compensation f o r  a f u l l y  d e p re c ia te d  a s s e t .
About the  o n ly  c l e a r  r e l a t i o n s h i p  was a r e j e c t i o n  by both 
groups f o r  both types o f  compensation o f  the labe l  o f  be ing " n e i t h e r  
cos t  r e tu r n  no r  p r o f i t " .  Th is  cou ld  be i n f e r r e d  as ev idence o f  a 
two-va lued  o r i e n t a t i o n  which says t h a t  the respondents f e l t  c o n s t ra in e d  
t o  put  a p a r t i c u l a r  " l a b e l "  on the  concept and a c c o r d in g l y  were 
uncom fo r tab le  w i t h  the  compensat ions being n e i t h e r  " c o s t  r e t u r n "  nor 
" p r o f i t " .  I f  t h i s  is  a bona f i d e  o b s e r v a t io n ,  then i t  would seem to  
suppor t  the sugges t ion  in Chapter  IV o f  t h i s  d i s s e r t a t i o n  th a t  DOD 
not  labe l  i t s  new " Imputed I n t e r e s t "  compensation dev ice  as e i t h e r  
" c o s t "  o r  " p r o f i t " .  I f  the c o n t r a c t o r  f e e l s  enough d is c o m fo r t  about 
the  concept as a r e s u l t  o f  not being ab le  to  c a te g o r iz e  i t  as e i t h e r  
" c o s t "  o r  " p r o f i t " ,  then perhaps he w i l l  i n v e s t i g a t e  the concept more 
r i g o r o u s l y  and h i s  increased knowledge w i l l  lead to  a smoother 
implementat ion .
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" C o s t11. “ P r o f i t " ,  and " F a i r  Market 
Va lue" View O r i e n t a t i o n
Quest ions 10 and 16 In Par t  t and Quest ion 11 In P a r t  I I  were 
aimed a t  p r o v i d i n g  some idea o f  the r e l a t i v e  tw o - v a lu e d / in te n s Io n a  1 
o r i e n t a t i o n  o f  respondents toward the terms " c o s t " ( " p r o f i t " ,  and 
" f a i r  market v a lu e " .
Responses to  Quest ion  10 in d ic a te d  a p a t t e r n  o f  c o n c e n t r a t i o n  
in the  areas o f  " f a i r  market v a lu e "  being cons idered  " d e f i n e a b le  
w i t h i n  broad l i m i t s "  and " d e f i n e a b le  by n e g o t ia te d  agreement" . 
P r a c t i c a l l y  none o f  the respondents f e l t  the term was " d e f i n e a b le  
w i t h i n  p r e c is e  l i m i t s " ,  o r  " e a s i l y  d e f in e a b le  w i t h i n  p re c is e  l i m i t s " .  
Group I respondents who f e l t  the term was " in c a p a b le  o f  p re c is e  
d e l i n e a t i o n "  accounted f o r  7 . 7% o f  the responses in th a t  group,  
w h i le  the percentage f o r  Group I I  was 15,6%. By f a r ,  the  most 
p re v a le n t  cho ice  was " d e f i n e a b le  by n e g o t ia te d  agreement" . Th is  would 
seem to  i n d ic a te  a r e c o g n i t i o n  by the respondents  th a t  the term 
evokes a hazy concept which does not e x i s t  independent ly  o f  o p e ra t io n s  
to  measure i t ,  and perhaps aga in  a d e s i r e  t o  d e f in e  the concept o r  
labe l  i t  In o rd e r  to  f e e l  co m fo r ta b le  about i t s  p lace  In our system 
o f  symbols and i t s  e f f e c t  on us i n d i v i d u a l l y .
In c o n t r a s t  to  the responses about " f a i r  market v a lu e " ,  the 
response p a t t e r n  in Question I I  was perhaps more o r ie n te d  toward 
ev idence th a t  the concepts o f  " c o s t "  and " p r o f i t "  were a l i t t l e  more 
c l e a r l y  de f ined  In the v iew o f  the respondent.  In Group I ,  18% o f  
the respondents f e l t  t h a t  the terms " c o s t "  and " p r o f i t "  were both 
" v e r y  c l e a r - - n o  d e v i a t i o n "  as opposed to  1. 9% and 0 . 0% o f  the same 
group who f e l t  th a t  " f a i r  market v a lu e "  was " d e f in e a b le  w i t h i n  p re c ise
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l i m i t s "  and " e a s i l y  d e f in e a b le  w i t h i n  p r e c is e  l i m i t s " .  A d d i t i o n a l l y ,  
the  p a t t e r n  o f  response gave some I n d i c a t i o n  t h a t  the  term " c o s t "  was 
f e l t  t o  be a l i t t l e  more c l e a r l y  de f in e d  In the mind o f  the respondent 
than the term " p r o f i t " .  Only 2.0% o f  Group t and 7.0% o f  Group I I  f e l t  
the terms " c o s t "  and " p r o f i t "  were " n o t  too  c l e a r " .
Question 16 gave a response p a t t e r n  which was more h e a v i l y  
weighted toward " c o s t "  being " c l e a r l y  o p p o s i te "  to  " p r o f i t "  ( 35. 3% 
and 31.6% f o r  Groups I and I I  r e s p e c t i v e l y ) .  S u r p r i s i n g l y ,  o f  Groups 
I and I t ,  15.7% and 21. 1% r e s p e c t i v e l y  f e l t  t h a t  " c o s t "  " c a n ' t  be 
a b s o lu te l y  d e l in e a te d  from ' p r o f i t ' . "
The responses to  a l t  the q u e s t io n s  designed to  g ive  i n s ig h t  
i n t o  the t w o - v a lu e d / in te n s fo n a l  o r i e n t a t i o n  o f  v iewers about the 
terms " c o s t " ,  " p r o f i t "  and " f a i r  market v a lu e "  were f a r  from 
c o n c lu s i v e .  They evidenced a more mu 11 1 - v a lu e /e x te n s io n a 1 o r i e n t a t i o n  
than I would have h y p o th e s ized ,  but o b v io u s ly  the in d iv i d u a l  
respondents are p roduc ts  o f  an e d u c a t io n a l  process which has exposed 
them to  many th in g s  never dreamed o f  by A r i s t o t l e .
O v e r a l l ,  the respondents seemed to  be a l i t t l e  more tw o - v a lu e /
1n te n s io n a 1ly  o r ie n te d  about the concept o f  " c o s t "  than they  were 
about " p r o f i t " ,  and more so about " p r o f i t "  than they were about " f a i r  
market v a lu e " .  A long w i t h  t h i s  th e re  was evidenced some re lu c tan ce  
to  p lace  a compensation dev ice  such as " imputed  i n t e r e s t "  beyond 
the bounds o f  be ing e i t h e r  " c o s t "  o r  " p r o f i t " .
F e a s i b i l i t y  and f u t u r e
I n v e s t i g a t i o n  Expec ta t ions
Beyond the q u e s t io n  posed f o r  i n s ig h t  a t  the beg inn ing  o f  
t h i s  s e c t i o n ,  two a d d i t i o n a l  ques t ions  were asked o f  respondents which
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re qu i re d  a va lue  judgment and a p r e d i c t i o n .  Questions 13 and 1*4 o f  
Par t  I asked an o p in io n  as t o  f e a s i b i l i t y  o f  c a p i t a l  asse t  r e v a lu a t i o n  
and a p r e d i c t i o n  o f  f u t u r e  e x p la n a t io n  o f  the concept o f  c a p i t a l  asset 
r e v a lu a t io n  by the respondent.
The p a t t e r n  o f  response t o  Quest ion  13 in d ic a te d  remarkable 
c o n g r u l t y  f o r  both groups as evidenced by the computed c h i -s q u a re  
va lue o f  .*47. The b u lk  o f  c o r p o r a t io n s  v^io had exper ience  o r  had 
performed research in t h i s  area concluded th a t  c a p i t a l  asset  re v a lu a ­
t i o n  "needs co n s id e ra b le  e x p e r im e n ta t io n  t o  be u s e f u l . "  Only 6.0% o f  
Group I and 9-3% o f  Group I I  concluded c a p i t a l  asse t  r e v a lu a t io n  " I s  
f e a s ib l e  a t  t h i s  t im e " .
Quest ion 1*4 gave some i n d i c a t i o n  th a t  both groups (22.0% 
and 15. 9% f o r  I and I I  r e s p e c t i v e l y )  planned a t  le a s t  a moderate 
increase In f u t u r e  i n v e s t i g a t i o n  o f  c a p i t a l  asse t  r e v a lu a t i o n .  No 
respondents i n d ic a te d  t h a t  they  planned a decrease in i n v e s t i g a t i o n  
but a t o t a l  o f  38.0% o f  Group I and 36.*4% o f  Group I I  in d ic a te d  
i n v e s t i g a t i o n  would be "d i s c o n t in u e d  o r  not engaged in M.
SUMMARY
This ch a p te r  d e a l t  w i th  des ign and a n a ly s i s  o f  the research 
q u e s t io n n a i r e  m a i led  to  c o n t r o l l e r s  o f  some major  Un i ted  S ta tes  
c o r p o r a t io n s  in January ,  1975» w i t h  a f o l l o w - u p  m a i l i n g  to  non- 
respondents In May, 1975* The q u e s t fo n n a i re  was an a t tempt  t o  d is c e rn  
t rends  in d i r e c t i o n  and magnitude o f  the c o n t r o l l e r s '  expe r ience  in ,  
and a t t i t u d e s  toward c a p i t a l  asse t  r e v a lu a t i o n .  Beyond t h a t ,  i t  
a l s o  inc luded  some qu es t io n s  re la te d  to  semantic  o r i e n t a t i o n  o f  the
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c o n t r o l l e r s ,  p a r t i c u l a r l y  w i t h  regard to  the terms "cost** and 
" p r o f i t " .
Some e leven  s p e c i f i c  q u e r ie s  were posed f o r  p o s s ib le  answers 
from the q u e s t io n n a i r e  responses, a long w i t h  a va lue  judgment response 
as t o  p o t e n t i a l  f e a s i b i l i t y  o f  c a p i t a l  asse t  r e v a lu a t i o n ,  and 
p r e d i c t i o n s  o f  f u t u r e  i n v e s t i g a t i v e  a c t i v i t y  by responding c o rp o ra ­
t i o n s .  The e leven q u e r ie s  are enumerated a t  the beg inn ing  o f  t h i s  
cha p te r  and are  no t  repeated in t h i s  summary, except  by way o f  a 
summary o f  q u e s t io n n a i r e  responses as re la te d  to  each query.
C o n s t ru c t io n  o f  the  q u e s t io n n a i r e  was d iscussed ne x t .  The 
fo rmat o f  1-18 qu e s t io n s  in Par t  I t o  be answered by a s i n g le  
c h e c k m a rk  out  o f  f i v e  p o s s ib le  cho ices ,  and 1-12 ques t ions  in Pa r t
11 to  be answered by a s i n g le  check mark in each o f  two columns was
h igh l igh ted .  The qu es t io n s  in Par t  I I  were designed t o  a l l o w  f o r  an 
answer f o r  a s i n g le  q u es t io n  in two d i f f e r e n t  t ime p e r io d s ,  o r  a 
s in g le  q u e s t ion  re la te d  to  two d i f f e r e n t  concepts .  The t ime pe r iods  
invo lved  1973“ 7** and the p e r io d  o f  t ime p r i o r  t o  t h a t .
S e le c t io n  o f  f i r m s  to  be inc luded in the survey was d iscussed 
ne x t .  The p o p u la t io n s  invo lve d  in the survey  were drawn, one from, 
the Index o f  100 Companies which rece ived the Larges t  D o l l a r  Volume 
o f  M i l i t a r y  Prime C on t rac t  Awards in F is c a l  Year 1973, and the o th e r  
from the Fortune D i r e c t o r y  o f  the 500 Largest I n d u s t r i a l  C o rpo ra t ions  
f o r  the year  1973 less any c o rp o ra t io n s  inc luded  in the  f i r s t  group.
The f i r s t  p o p u la t io n ,  des igna ted "Group I " ,  was comprised o f
96 o f  the  " t o p  100" D0D c o n t r a c t o r s .  The fo u r  c o r p o ra t io n s  exc luded 
were n o n - p r o f i t  e n t i t i e s  whose na tu re ,  i t  was assumed, would p rec lude
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v a lu a b le  Inpu t  In t o  a survey p r i m a r i l y  r e la te d  to  c a p i t a l  asse t  use. 
The second p o p u la t io n ,  des igna ted  "Group I I " ,  was a random s e le c t i o n  
o f  100 f i rm s  from the Fortune 500 as m o d i f ie d  above. A l l  members o f  
both p o p u la t io n s  were inc luded  in the su rvey .
A n a ly s is  o f  q u e s t io n n a i r e  responses was presented n e x t .  
Responses in Group I t o t a l e d  52 o r  5**% end in Group I I  t o t a l e d  **5 o r  
**5%. Th is  was cons idered  adequate f o r  in fe re n c e  about the  p o p u la t io n s .  
I t  was po in te d  out  t h a t  where a q u e s t ion  con ta ined  more than one 
check mark in a column, th a t  answer was e l im in a te d  from the response 
t a b u la t  ion.
Question 12 in P a r t  I I  o f  the  q u e s t i o n n a i r e ,  d e a l in g  w i th  
areas t o  be b e n e f i t e d  " l e a s t "  and "m os t"  by an accep tab le  c a p i t a l  
asse t  r e v a lu a t i o n  process a p p a r e n t ly  was con fus ing  to  some respondents,  
and some respondents e l im in a te d  answering column two o f  Quest ion 9 in 
Par t  I I  a p p a re n t ly  because i t  d e a l t  w i t h  "donated a s s e ts " ,  and they 
had no exper ience  in t h i s  area .  Beyond t h a t ,  most ques t ion s  appear 
t o  have been understood and answered in accordance w i th  i n s t r u c t i o n s .
Responses were coded, i d e n t i f i e d  to  each group and entered 
In t o  the computer which analyzed f o r  numer ica l  c o u n t ,  percentage 
r e la t i o n s h ip s  and c h i - s q u a re  va lues .
A ch i -s q u a re  a n a ly s i s  on r e l a t i v e  c o n fo r m i t y  between answers
o f  Group I and Group I I  was performed f o r  each q u e s t io n  on the
q u e s t io n n a i r e .  S i g n i f i c a n t  c h i - s q u a re  va lues a t  the 95% con f idence  
leve l  were d isce rned  on o n ly  th re e  out  o f  18 qu es t ions  in Par t  I and
th ree  answers ( I  i / 2  q u es t io n s )  out  o f  12 qu es t ions  in Par t  I I .  The
s i g n i f i c a n t  c h i - s q u a re  va lues  appeared on ques t ion s  where the 
d i f f e r e n c e  in p o p u la t io n s  cou ld  be known i n t u i t i v e l y .  A general
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c o n c lu s io n  was reached th a t  th e re  was not s i g n i f i c a n t  d i f f e r e n c e  
between p o p u la t io n  one and p o p u la t io n  two In responses t o  most o f  the 
qu es t ion s  concern ing  c a p i t a l  asse t  r e v a lu a t i o n  nor semantic  o r i e n t a t i o n .
Another  c h i -s q u a re  a n a ly s i s  was performed on Quest ions 2-8 
in Par t  I I  r e la te d  to  c o n fo rm i ty  o f  responses to  these ques t ions  
between the two d i f f e r e n t  t ime p e r iod s  1973~7*+ and p r i o r  to  1973.
Only one c h i - s q u a re  va lue  exceeded the c r i t i c a l  le v e l  a t  95% con f idence 
le v e l  ou t  o f  a p o s s ib le  16. The c o n c lu s io n  was drawn th a t  no 
s i g n i f i c a n t  d i f f e r e n c e  e x is te d  between responses to  Questions _ in 
t e rn s  o f  the t ime p e r io d  comparison.
Beyond t h a t ,  each separa te  query posed in the i n t r o d u c t i o n  t o  
t h i s  chap te r  was d iscussed in l i g h t  o f  responses t o  q u e s t io n n a i r e  
ques t ions  re la te d  to  I t .
The c o n c lu s io n  was drawn th a t  t h e re  had been an increase in 
the r e l a t i v e  percentage o f  c o r p o ra t io n s  e x p lo r i n g  c a p i t a l  asset  use 
r e v a lu a t i o n ,  p r i m a r i l y  v i a  the fo rm at  o f  in fo rm a l  s tu d ie s .
The next  d is c u s s io n  po in te d  ou t  t h a t  most c o r p o r a t io n s  had 
made no ad jus tment  to  h i s t o r i c a l  cos t  a t  a l t  in 1973- 7 ^ t but those 
th a t  d id  a p p a re n t ly  favored an ad jus tment  by general  index o r  a 
combina t ion  o f  genera l  and s p e c i f i c  indexes, en g in e e r in g  es t im a tes  
a n d /o r  a p p r a i s a l s .  A f u r t h e r  d is c u s s io n  in answering the next 
query noted th a t  o f  those c o r p o r a t io n s  which ad jus ted  by general  
index,  the re  was a p re fe re nce  f o r  the GNP I m p l i c i t  P r ic e  D e f l a t o r .
Along w i th  t h i s ,  a tendency was noted f o r  some Group I c o rp o ra t io n s  to  
a d ju s t  h i s t o r i c a l  cos t  v ia  a sub- index o f  the CPI, WPI or  GNP 
D e f l a t o r  o r  o th e r  index.
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Group I Ind ic a te d  no use o f  I n t e r n a l  a p p r a i s a l s  coupled w i th  
e x te r n a l  en g in e e r in g  s t u d ie s ,  and Group I I  i n d ic a te d  no use o f  o u ts id e  
a p p r a is a ls  in a v e ry  small  i n d i c a t i o n  o f  r e v a lu a t i o n  by e i t h e r  method.
D e p re c ia t io n  method ad op t ion  was d iscussed n e x t ,  and a 
d e f i n i t e  p a t t e r n  o f  h e a v ie r  o r i e n t a t i o n  to  s t r a i g h t  l i n e  methodology 
by Group I I  as compared to  d e c l i n i n g  balance and sum o f  the years 
d i g i t s  methods by Group I was n o t i c e d .  The ASPR requirement o f  method 
c o n fo rm i t y  f o r  book, t a x  and cos t  c e n te r  r e p o r t i n g  can be seen here 
as c r e a t i n g  t h i s  s i g n i f i c a n t  d i f f e r e n c e  between Groups I and I I  in 
p a t t e r n  o f  method a d o p t io n .
An increase in the r e l a t i v e  importance o f  c a p i t a l  asset  use 
t o  both Group I and Group I I  c o r p o r a t io n s  was then d iscussed and the 
o b s e rv a t io n  was made th a t  Group I a p p a r e n t ly  f e l t  the Increase in 
importance more s t r o n g l y  because o f  the d i r e c t  r e l a t i o n s h i p  between 
d e p re c ia t i o n  o f  c a p i t a l  asse ts  and compensat ion by 000 t o  the 
cont r a c t o r s .
In a t e s t  o f  areas t o  be b e n e f i t e d  "m o s t "  and " l e a s t "  by an 
accep tab le  c a p i t a l  asset  r e v a lu a t io n  p rocedure ,  income taxes won 
e a s i l y  as the "m os t"  b e n e f i t e d  area w i t h  governmental c o n t r a c t i n g  
as the  second cho ice  f o r  "m os t"  b e n e f i t e d  by Group I c o r p o r a t i o n s .
Group I respondents se le c ted  un ion n e g o t ia t i o n s  as " l e a s t "  b e n e f i t e d  
and Group I I  c o rp o r a t io n s  s e le c te d ,  p r e d i c t a b l y ,  governmental 
c o n t r a c t i n g  as the " l e a s t "  b e n e f i t e d  c a te g o ry .
Next the r e l a t i v e  increase o f  importance o f  c a p i t a l  asset 
use as compared to  . i t e r i a l s  and la b o r ,  and o th e r  overhead was 
d iscussed.  There appeared to  be a s l i g h t  edge In increase o f
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Importance o f  c a p i t a l  asse t  use r e l a t i v e  t o  o t h e r  overhead Items as 
compared t o  I t s  importance r e l a t i v e  t o  m a t e r i a l s  and lab o r .
The r e l a t i v e  va lue  o f  f i v e  d i f f e r e n t  i n fo rm a t io n  sources 
concern ing c a p i t a l  asse t  r e v a lu a t i o n  was cons idered  next  and the 
exper ience  o f  o u ts id e  a p p ra is e rs  was regarded as most v a lu a b le  
fo l lo w e d  by the i n te r n a l  exper ience  o f  the respondent c o r p o r a t i o n s .  
In te rn a l  Revenue Se rv ice  expe r ience  was not  regarded t o  be o f  much 
v a lu e ,  and l i t i g a t i o n ,  p r e d i c t a b l y  o f  no v a lu e .  The expe r ience  o f  
" h i g h l y  i n f l a t e d "  f o r e ig n  economies ranked a d i s t a n t  t h i r d  behind 
o u ts id e  a p p ra is e rs  and i n t e r n a l  exp e r ience .  However, i t  was po in ted  
out  th a t  exper ience  o f  mode ra te  Iv  i n f l a t e d  economies would p robab ly  
be o f  g re a t  va lue  in f o r m u la t in g  an asse t  r e v a lu a t io n  system.
The r e l a t i v e  va lue o f  the lega l  p r o f e s s i o n ' s  e x p e r t i s e  was 
d iscussed next and both groups a p p a re n t ly  regarded the asse t  
r e v a lu a t io n  problem as being p r i m a r i l y  an accoun t ing  problem, but 
both ev idenced r e c o g n i t i o n  o f  the p a r t  the lega l  p r o fe s s io n  w i l l  
p la y  in any asset  r e v a lu a t io n  system development and more im p o r ta n t l y  
implementat ion.
R eva lua t ion  methodology p re fe rence  seemed to  be o r ie n te d  
toward across the board r e v a lu a t io n  v i a  an in d u s t r y  index,  but the re  
was a ls o  a no tab le  r e c o g n i t i o n  o f  the va lue o f  a com b ina t ion  o f  
suggested methods.
Economic ad jus tment  o f  " c o s t "  was chosen as most p r e fe r a b le  
method o f  compensation f o r  i n f l a t i o n  as opposed the lea s t  p r e fe r a b le  
method o f  a d ju s t i n g  " p r o f i t " .
Group I i n d ic a te d  a h ig h e r  to le ra n c e  f o r  i n d u s t r y  sponsored 
c a p i t a l  asset  r e v a lu a t io n  than d id  Group I I ,  but both groups leaned
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about e q u a l l y  more In the d i r e c t i o n  o f  increased to le ra n c e  f o r  govern­
ment sponsored c a p i t a l  asse t  r e v a lu a t io n  in the areas o f  Income taxes 
and governmental acco un t ing .
No c l e a r  p re fe rence  f o r  a " l a b e l "  t o  a t t a c h  to  a tax  o r  
c o n t r a c t i n g  advantage v i a  c a p i t a l  asse t  r e v a lu a t io n  o r  compensation 
f o r  a f u l l y  de p re c ia ted  asset  was shown by e i t h e r  group, but the re  
was a marked r e j e c t i o n  o f  the idea t h a t  e i t h e r  process was " n e i t h e r  
cos t  r e tu r n  nor p r o f i t " .  Some o b s e rv a t io n s  were made about the two­
va lued A r i s t o t e l i a n  o r i e n t a t i o n  and the d is c o m fo r t  caused when 
concepts cannot be p laced in p a r t i c u l a r  c a te g o r ie s .
T h * semantic  o r i e n t a t i o n  o f  the terms " c o s t " ,  " p r o f i t " ,  and 
" f a i r  market v a lu e "  was discussed next  and responses were incon­
c l u s i v e ,  but in d ic a te d  an ascending o rd e r  o f  tw o - v a lu e / in te n s io n a I  
o r i e n t a t i o n  o f  " f a i r  market  v a lu e " ,  fo l lo w e d  by " p r o f i t "  and 
f I n a l l y  by " c o s t " .
F i n a l l y ,  p o t e n t i a l  f e a s i b i l i t y  o f  c a p i t a l  asset  r e v a lu a t io n  
was discussed a long w i th  p lans  f o r  f u t u r e  e x p lo r a t i o n  o f  the c a p i t a l  
asset r e v a lu a t io n  concept .  The g re a t  p o r t i o n  o f  responding c o rp o ra ­
t i o n s  f e l t  t h a t  based on t h e i r  exp e r ience ,  c a p i t a l  asset  re v a lu a t io n  
needed " c o n s id e r a b le  e x p e r im e n ta t io n  in o rd e r  to  be u s e f u l "  and most 
planned a t  leas t  a moderate increase  in f u t u r e  i n v e s t i g a t i o n  o f  
c a p i t a l  asset r e v a lu a t io n .
CHAPTER VI
SUMMARY, CONCLUSIONS, AND RECOMMENOATIONS 
FOR FURTHER RESEARCH
Th is  s tudy  developed ou t  o f  the w r i t e r ' s  assignment as an 
A i r  Force Reserve o f f i c e r  to  the A i r  Force Business Research 
Management Center (Headquarters  Un i ted  S ta tes  A i r  F o rc e ) ,  W r ig h t -  
P a t te rs o n  A i r  Force Base, Ohio. The AFBRMC was c rea ted  in 1973 and 
charged w i t h  the r e s p o n s i b i l i t y  o f  c o o r d in a t i n g  A i r  Force research 
in the areas o f  defense procurement and Improvement o f  genera l  
business p r a c t i c e s  w i t h i n  the A i r  Force.
The s i x  Reserve o f f i c e r s  s e le c te d  f o r  I n i t i a l  s t a f f i n g  were 
each o f f e r e d  research t o p i c s  from a comprehensive l i s t  compi led by 
AFBRMC. Under the genera l  t o p i c  o f  " I n f l a t i o n " ,  a s u b - to p ic  
e n t i t l e d  "D e te rm in in g  What Methods are Employed by C i v i l i a n  
C o n t ra c to rs  to  C on t rac t  In the Economy C h a rac te r ised  by Rapid P r ice  
E s c a la t io n "  was se le c te d  and Fur the r  r e f i n e d  i n t o  th>? to p ic  o f  t h i s  
s tudy .
Because o f  t h e  i n h i b i t i n g  i n f l u e n c e  o f  " g e n e r a l l y  a c c e p te d  
a c c o u n t i n g  p r i n c i p l e s " ,  t h e  I n t e r n a l  Revenue S e r v i c e  and p r i m a r i l y  
t h e  S e c u r i t i e s  and Exchange C o m m is s ion ,  t h e  t e c h n i q u e s  o f  r e c o g n i s i n g  
t h e  use  o f  c a p i t a l  a s s e t s  in  t h e  U n i t e d  S t a t e s  have been p r i m a r i l y  
l i m i t e d  t o  h i s t o r i c a l  c o s t  a l l o c a t i o n  v i a  " s y s t e m a t i c "  and 
" r a t i o n a l "  d e p r e c i a t i o n  m e th o d s .  C o n s e q u e n t l y ,  t h e  a c c o u n t i n g  
e n v i r o n m e n t  i i .  t h i s  c o u n t r y  has been a l m o s t  t o t a l l y  d e v o id  o f  
p r a g m a t i c  e x p e r i m e n t a t i o n  in  a s s e t  r e v a l u a t i o n *
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The i n j e c t i o n  o f  ra p id  I n f l a t i o n  i n t o  t h i s  s t e r i l e  atmosphere 
has c re a te d  a u n iv e r s a l  problem o f  meaningless h i s t o r i c a l  asse t  
va lues compounded by a r b i t r a r y  a l l o c a t i o n  methods o f  d e p r e c ia t i o n .
The r e s u l t a n t  c u r r e n t  change t o  expense re p re s e n t in g  the " p r i c e  
ta g "  f o r  use o f  c a p i t a l  asse ts  bears no resemblance to  the economic 
s a c r i f i c e  invo lve d  in t h e i r  use.
The commercial m a nu fac tu re r  Is  ab le  to  compensate somewhat 
f o r  t h i s  d i f f e r e n c e  between h i s t o r i c a l  co s t  o f  c a p i t a l  asse t  use and 
I t s  p resen t  replacement va lue v i a  increased charges f o r  the goods 
produced by the c a p i t a l  a s s e ts .  The DOD c o n t r a c t o r  in d e a l in g  w i th  
cos t - re Imbursement  type  c o n t r a c t s  does not  have t h i s  o p t i o n .  
Consequent ly ,  a p e r io d  o f  ra p id  I n f l a t i o n  which sees h i s  compensa­
t i o n  f o r  c a p i t a l  asse t  use based d o l l a r  f o r  d o l l a r  on asse t  h i s t o r i c a l  
cos t  can cause i n e q u i t y  in the defense c o n t r a c t in g  process .  I f  
I n f l a t i o n  remains severe enough f o r  a long pe r io d  o f  t ime the 
i n e q u i t y  can cause d i s r u p t i o n  o f  v i t a l  c o n t r a c t in g  r e la t i o n s h i p s  
necessary f o r  adequate defense procurement.  DOD has recognised t h i s  
p o s s i b i l i t y  in the area o f  m a t e r i a l s  and lab o r  v i a  use o f  economic 
" e s c a l a t o r "  c la u se s ,  but a t  p resen t  has no s i m i l a r  procedure f o r  
r e c o g n i t i o n  o f  increased cos t  o f  us ing c a p i t a l  asse ts  in the 
p r o d u c t i v e  p rocess ,  hence the need f o r  a response to  t h i s  problem.
The assumpt ion was made th a t  the ra p id  i n f l a t i o n  in the 
Uni ted  S ta tes  d u r in g  the l a s t  two years  has s t im u la te d  increased 
a c t i v i t y  in the area o f  asset  r e v a lu a t i o n ,  and th a t  some knowledge o f  
t h i s  c u r r e n t  env ironment would be e s s e n t ia l  to  development o f  any 
e q u i t a b le  DOD asset  r e v a lu a t io n  system. Consequent ly ,  the study 
se t  ou t  t o  look  a t  the magni tude,  d i r e c t i o n ,  and type o f  recent
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response t o  the e f f e c t  o f  I n f l a t i o n  on c a p i t a l  asse t  use r e c o g n i t i o n  
In t h i s  c o u n t r y .  The methodology Invo lved  c o n s is te d  o f  a q u e s t io n n a i r e  
d i r e c t e d  t o  c o n t r o l l e r s  o f  some ma jo r  U. S, c o r p o r a t i o n s .  One group 
c o n s is te d  o f  96 o f  the top 100 00D c o n t r a c t o r s  (exc luded were f o u r  
n o n - p r o f i t  e n t i t i e s ) ,  and the o t h e r  group was compr ised o f  100 
c o r p o r a t io n s  se le c te d  a t  random from the For tune 500. e x c lu d in g  
any c o r p o r a t io n s  in the f i r s t  group.
in a d d i t i o n ,  some i n s i g h t  In t o  the semantic  o r i e n t a t i o n  o f  
the  respondents ,  and in p a r t i c u l a r  toward the terms " c o s t "  and 
" p r o f i t " ,  was sought .  Th is  was r e la te d  to  a p e c u l i a r  communication 
problem in con nec t io n  w i t h  an a t tem p t  on the p a r t  o f  DOD t o  o f f e r  a 
compensation element to  c o n t r a c t o r s  f o r  c a p i t a l  fun d ing  c o s t s ,  where 
the element  had been labe led  " p r o f i t " ,  bu t  d id  not f i t  t h a t  t r a d i t i o n a l  
accoun t ing  image and was r e je c t e d .
Along w i t h  the q u e s t io n n a i r e  and i t s  a n a l y s i s ,  a thorough 
s tudy  was made o f  the concept o f  c a p i t a l  asse t  use, c u r re n t  
r e c o g n i t i o n  o f  i n f l a t i o n a r y  e f f e c t s ,  and sane semantic and p h i lo s o p h ic  
c o n s id e r a t io n s  o f  " c o s t "  versus " p r o f i t "  in connec t ion  w i th  Defense 
Procurement C i r c u l a r  No. 107. Th is phase o f  the research was 
cons idered to  be o f  equal importance w i t h  the  q u e s t io n n a i r e  and 
was used in suppor t  and a n a ly s i s  o f  the q u e s t io n n a i r e  and i t s  
responses,  and to  draw f i n a l  con c lu s io n s  f o r  the  s tudy .  A summary 
o f  the  research in each o f  these areas and o f  the genera l  r e s u l t s  o f  
the ques t  i onna i re f o i l o w s .
SUMMARY
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C a p i ta l  Asset Use
The I n i t i a l  s tep  in approach ing  a s tud y  o f  c a p i t a l  asse t  use 
v a l u a t i o n  was t o  research the concept o f  c a p i t a l  asse t  use from i t s  
in c e p t io n  up through the p resen t  development o f  th e o ry  and a p p l i c a t i o n  
in  the U n i te d  S ta te s .  Th is  phase o f  the research a l s o  inc luded  the 
a dop t io n  o f  a d e f i n i t i o n  o f  the term " c a p i t a l  a s s e t "  as I t  was to  be 
used in the q u e s t io n n a i r e  and in subsequent s tudy  o f  the problem.
The d e f i n i t i o n  corresponded w i t h  t h a t  o f  " t a n g i b l e  c a p i t a l  a s s e t "  in 
Defense Procurement C i r c u l a r  No. 111.
The concept o f  p e r i o d i c i t y  was d iscussed and the d i s t i n c t i o n  
between revenue e x p e n d i tu re s  and c a p i t a l  e x p e n u i tu re s  was used as a 
s t a r t i n g  p o i n t .  The r e la t e d  lack  o f  importance o f  p e r i o d i c i t y  and 
the absence o f  a n e c e s s i t y  f o r  a t t a c h in g  an i n te r im  va lue  to  c a p i t a l  
asse ts  In a n c ie n t  acco u n t in g  was no ted .  A long w i t h  t h i s ,  the growing 
importance o f  p e r i o d i c i t y  and i t s  consequent c a p i t a l  asse t  use 
v a lu a t i o n  problems as bus iness and m a n u fa c tu r in g  e n t i t i e s  began to  
take  on a t t r i b u t e s  o f  con t inued  e x is te n c e  and w id e ly  he ld  ownership 
was then ex p lo re d .
Some asse t  v a l u a t i o n  concepts were then e x p lo re o ,  and the 
economics concept o f  " c o s t  o f  c a p i t a l "  was c o n t ra s te d  w i t h  the 
acco un t ing  concept o f  " c a p i t a l  asset  c o s t " .  A d e t a i l e d  e x p la n a t io n  
o f  the former term and i t s  measurement were se t  beyond the 
d i s s e r t a t i o n ' s  scope.
H i s t o r i c a l  cos t  versus replacement co s t  was then examined, 
and the r e l a t i v e  m e r i t s  o f  the l a t t e r  as a va lue  su r ro g a te  were 
no ted .
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D e p re c ia t io n  as a v a l u a t i o n  versus  an a l l o c a t i o n  concept was 
examined n e x t ,  and the s t ro n g  l i n k  between the go ing concern ,  
match ing and r e a l i z a t i o n  p r i n c i p l e s  and d e p r e c ia t i o n  as an a l l o c a t i o n  
process was no ted .  The i r r e le v a n c y  o f  d e p r e c ia t i o n  method cho ice to  
d e c l in e  In u t i l i t y ,  and the pragm at ic  m o t i v a t io n s  o f  a l t e r n a t i v e  
method cho ice  were e xp lo re d  and compared t o  some o b s e rv a t io n s  about 
the L i f o  In v e n to ry  c o s t in g  method. F i n a l l y ,  the e f f e c t  o f  APB 
Opin ion No. 20 on method c o n s is te n c y  was d iscussed and the c o n c lus ion  
drawn t h a t  I t s  " c o n s is te n c y  by f l a t "  d id  l i t t l e  f o r  the d e p re c ia t i o n  
concept .
The t re a tm e n t  o f  d e p r e c ia t i o n  under the g e n e r a l l y  accepted 
account ing  p r i n c i p l e s ,  the I n t e r n a l  Revenue Code, and the Armed 
Serv ices  Procurement R e g u la t io n  was then compared and c o n t ra s te d .
The p ragm at ic  approach o f  the tax  code which e i t h e r  c l e a r l y  " a l l o w s "  
a p a r t i c u l a r  d e p r e c ia t i o n  method to  a p a r t i c u l a r  a s s e t ,  o r  d o e s n ' t ,  
was c o n t ra s te d  w i t h  the p ious  euphemisms o f  genera 1ty  accepted 
accoun t ing  p r i n c i p l e s  which look t o  the nebulous c r i t e r i a  o f  
" s y s t e m a t i c ! t y "  and " r a t i o n a l i t y "  o f  method. I t  was then noted 
th a t  the ASPR in the pas t  has nodded r e s p e c t f u l l y  in the d i r e c t i o n  
o f  g e n e r a l l y  accepted a c c o u n t in g  p r i n c i p l e s ,  bu t  has b a s i c a l l y  
re q u i re d  o f  any d e p r e c ia t i o n  method th a t  i t  adhere to  In te rn a l  
Revenue S erv ice  a c c e p t a b i l i t y .
The f i n a l  s tep  in e x p l o r a t i o n  o f  the concept o f  c a p i t a l  asse t  
use was to  examine the new Cost A ccoun t ing  Standards Board d e p re c ia ­
t i o n  s tandard which became e f f e c t i v e  J u ly  I ,  I'J75. The c o n t rove rs  1 a 1 
na ture  o f  scrie o f  i t s  p r o v is io n s  was no ted ,  in c lu d in g  th a t  o f  
a t te m p t in g  to  c o r r e l a t e  p e r i o d i c  d e p r e c ia t i o n  charges w i th  a
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‘ ' reason ab le "  measure o f  asse t  s e r v ic e  p o t e n t i a l  e x p i r a t i o n  In each 
a cco un t ing  p e r i o d , and I t s  requ irements  f o r  j u s t i f i c a t i o n  o f  
es t im a ted  u s e fu l  l i f e  and s u p p o r t in g  reco rds .
Summarizing, the 1975 DOD c o n t r a c t o r  f i n d s  h im s e l f  l im i t e d  
to  d e p r e c ia t i o n  as an a l l o c a t i o n  process based on h i s t o r i c a l  cos t  
in a t t e m p t in g  to  recogn ize  c a p i t a l  asse t  use. Curren t  a t tem p ts  a t  
re cog n iz in g  the e f f e c t s  o f  i n f l a t i o n ,  i n c lu d in g  a ve ry  s i g n i f i c a n t  
recent  development by the S e c u r i t i e s  and Exchange Commission, are 
exp lo red  in the nex t  s tage o f  t h i s  s tu d y ,  but a t  the p resen t  t ime 
have not ye t  a l t e r e d  the b a s ic  p a t t e r n  o f  c a p i t a l  asse t  use r e c o g n i t i o n  
o u t l i n e d  above.
Three in f lu e n c e s  weigh on the  DOD c o n t r a c t o r  in a p p ly in g  
a l l o c a t i v e  d e p r e c ia t i o n  th e o ry  and p r a c t i c e ;  g e n e r a l l y  accepted 
accoun t ing  p r i n c i p l e s ,  the I n t e r n a l  Revenue Co^e and i t s  i n t e r p r e t a ­
t i o n  v ia  r e g u la t i o n s ,  r u l i n g s ,  and case ju r i s p r u d e n c e ,  and f i n a l l y  
the Armed Serv ices  Procurement R e g u la t io n  which looks t o  the new 
Cost Accoun t ing  Standards Board d e p r e c ia t i o n  s tandard f o r  d e p re c ia ­
t i o n  procedure as o f  J u ly  I ,  1975. In s a t i s f y i n g  these th ree  areas 
o f  i n f l u e n c e ,  the c o n t r a c t o r  must choose a l l o c a t i v e  d e p r e c ia t i o n  
methods which are " s y s t e m a t i c "  and " r a t i o n a l " ,  " a l l o w a b le "  and which 
r e f l e c t  a " re a s o n a b le "  ap p ro x im a t ion  o f  asset  s e r v ic e  p o t e n t i a l  in 
each accoun t ing  p e r io d ,  r e f l e c t  a reasonable c o r r e l a t i o n  o f  es t im ated  
u s e fu l  l i f e  anu salvage va lue w i t h  a c tu a l  e xpe r ie nce ,  and f i n a l l y  
which are supported by adequate asse t  records .
S a t i s f y i n g  a l l  o f  these demands has to  be a f r u s t r a t i n g  and 
c o s t l y  e x p e r ie nce ,  made a l l  the more f r u s t r a t i n g  by the r e a l i s a t i o n  
t h a t  the end r e s u l t  is  s t i l l  the p roduc t  o f  a-, a r b i t r a r y  a l l o c a t i v e
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process .  A f i n a l  I r o n i c  no te  is  added w i t h  the r e a l i z a t i o n  t h a t  the 
h i s t o r i c a l  cos ts  be ing a l l o c a t e d  lose in c re a s in g  import  w i t h  the 
passage o f  t ime and changes In genera l  and s p e c i f i c  p r i c e  le v e ls .
Asset V a lu a t io n  in 
Today1s Environment
The next step in the  research process invo lved  a comprehensive 
look a t  fo rces  in  the c u r r e n t  env ironment which are  both  c o n t r i b u t i n g  
t o ,  and a t te m p t in g  t o  cope w i t h ,  the  p ressure  f o r  r e c o g n i t i o n  o f  
i n f l a t i o n a r y  e f f e c t s  on c a p i t a l  asse t  use v a l u a t i o n .  Conc lus ions  were 
a ls o  drawn as to  p o t e n t i a l  b e n e f i t  o f  t h e i r  exper ience  to  DOD.
To set the  stage f o r  t h i s  phase, an exam ina t ion  was conducted 
In to  the na tu re  o f  f o u r  R e n e g o t ia t io n  Board cases, appealed t o  the 
Tax C o u r t ,  which had a l low ed  d e v ia t i o n  from h i s t o r i c a l  c o s t  in 
v a lu in g  c o n t r a c t o r  asse ts  f o r  purposes o f  a d e c is io n  r e l a t i v e  to  
"excess p r o f i t s " .  The importance o f  the cases,  o f  which the Boeing 
and North American Companies cases are most r e le v a n t ,  is  no t  th a t  
they  r e v o lu t i o n i z e d  asse t  compensation, but r a t h e r  th a t  they  se t  a 
precedent in re c o g n iz in g  d e v ia t i o n  from h i s t o r i c a l  cos t .
The companies invo lved  contended a va lu e  f o r  an unrecorded 
asset  labe led  "M a n u fa c tu r in g  Know-Hov/h, which the Court recognized 
and r a th e r  a r b i t r a r i l y  va lued as being equal t o  the combined values 
o f  a l l  o th e r  company a sse ts .  The demise o f  the procedure came In the 
l a s t  case when the Court a l t e r e d  i t s  emphasis to  a change in 
compensation fo rm u la  acco rd in g  to  DOD/con trac to r  c a p i t a l  asse t  
ownersh ip  m ix ,  c o m p le te ly  ign o r ing  the c o n t r a c t o r ' s  argument about 
unrecorded a s se ts .  The l a s t  case d id  not r e j e c t  the concept o f  
d e v ia t i o n  from h i s t o r i c a l  c o s t ;  f t  mere ly  a l l u d e d  to  the d i f f i c u l t y
206
o f  v a lu in g  i n t a n g ib l e s .  No p r a c t i c a l  c a p i t a l  asse t  r e v a lu a t i o n
exper ience  cou ld  be drawn from these cases. In f a c t ,  the re  was 
ev idence o f  m isunde rs tand ing  o f  some bas ic  a cco un t ing  concepts on the 
p a r t  o f  the Tax C o u r t ,  which h i g h l i g h t s  the need f o r  a c t i v e  
c o o r d in a t i o n  between the accoun t in g  anu lega l  areas in deve lop ing  
and a d m in i s t e r i n g  a c a p i t a l  asset  r e v a lu a t i o n  system.
I n t e r n a l  Revenue Serv ice  and S e c u r i t i e s  an- Exchange 
Commission exper iences were then examined, a long  w i t h  asse t  v a lu a ­
t i o n  t re n ds  in tega l  j u r i s p r u d e n c e .
The I n t e r n a l  Revenue Code, i t s  r u l i n g s ,  r e g u la t io n s  and 
case d e c is io n s  a l l  deal w i t h  a nebulous concept o f  asse t  v a l u a t i o n  
labe led " f a i r  market v a lu e " .  An e x h a u s t iv e  e v a lu a t i o n  o f  the the o ry  
and a p p l i c a t i o n  o f  t h i s  concept leu t o  the c o n c lu s io n  th a t  i t  was 
de f ined  l a r g e l y  in terms o f  j u d i c i a l  i n t e r p r e t a t i o n  and l i t i g a t i o n .
An a t tem p t  to  ap p ly  t h i s  asse t  v a lu a t i o n  concept t o  DOD c o n t r a c t i n g  
would a p p a r e n t ly  o n ly  r e s u l t  in  a morass o f  j u . i c i a l  anJ ad m in is ­
t r a t i v e  f r u s t r a t i o n .  The r e l a t i v e l y  "easy"  s o l u t i o n  to  asse t  
r e v a lu a t io n  by DOD o f  c o n fo rm i t y  t o  In te rn a )  Revenue Serv ice  p r o ­
cedure is  not a v ia b le  a l t e r n a t i v e  here.
The S e c u r i t i e s  and Exchange Comi i ss i c . i ' s a t t i t u d e  toward,  
and r e g u la t i o n  o f ,  asset  v a l u a t i o n  revealed a t r a d i t i o n a l  p a t t e r n  o f  
be ing p ro ba b ly  the s in g le  most e f f e c t i v e  ne ga t ive  in f lu e n c e  on asse t  
v a lu a t i o n  which de v ia ted  from h i s t o r i c a l  c o s t / a  I l o c a t i o n  d e p r e c ia t i o n .
A recent  re v e rs a l  away from the p a t t e r n  o f  bei. ig a p a s s iv e /n e g a t iv e  
in f lu e n c e  to  th a t  o f  be ing an a c t i v e / p o s i t i v e  in f lu e n c e  in asset  
v a lu a t i o n  was e x p lo re d .  The recent  annuunceMOi.t oT the SEC th a t  i t  
in tends  t o  r e q u i re  replacement cos t  r e p o r t i n g  i ; ;  i n v e n to r ie s  and f i x e d
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asse ts  v i a  an unaud i ted  fo o tn o te  i s .  In my o p in i o n ,  the most 
s i g n i f i c a n t  event in asse t  v a l u a t i o n  in the U n i ted  S ta tes  In the 
l a s t  f o r t y  ye a rs ,  and Is  ve ry  Im por tan t  t o  some ma jo r  c o n c lus io n s  
o f  t h i s  s tud y .
Examination o f  recen t  exp e r ie nce  o f  the c o u r ts  In d e a l in g  
w i t h  asse t  v a l u a t i o n  d isce rned  a t re n d  o f  re c o g n is in g  " f a i r "  asse t  
va lue  r e p o r t i n g  in l i a b i l i t y  and r e g u la t o r y  j u r i s p r u d e n c e ,  and o f  
p la c in g  much o f  the d i s c r e t i o n  f o r  d e te rm in in g  c r i t e r i a  f o r  " f a i r n e s s "  
in the hands o f  the layman ( i n c l u d in g  ju d g e s ,  j u r i e s ,  e t c . )  r a th e r  
than the  p r o fe s s io n a l  a c c o u n ta n t .  No c o n c lu s io n  is  reached th a t  the 
lega l  p r o fe s s io n  is  abandoning the h i s t o r i c a l  cos t  concept ,  but i t  
w i l l  be im por tan t  f o r  DOD to  be cogn isan t  o f  the above t rend  in 
d eve lop ing  any asse t  r e v a lu a t i o n  system.
The th ree  Cost Accoun t ing  Standards Board s tu d ie s  which had 
impact on t h i s  research were examined and e v a lu a te d .  The s tud y  which 
r e s u l t e d  in the new d e p r e c ia t i o n  s tandaru  was eva lua ted  and is  
re po r te d  on in t h i s  summary's t re a tm e n t  o f  the concept o f  c a p i t a l  
asse t  use. The second re le v a n t  s tuey d e a l in g  w i t h  c u r re n t  va lue  
accoun t in g  is  a p p a r e n t l y  a w a i t in g  developments by o th e r  a u t h o r i t a ­
t i v e  bod ies ,  and f i n a l l y  the t h i r u  s tudy  which Jea ls  w i th  the concept 
o f  compensating c o n t r a c t o r s  f o r  c a p i t a l  fund ing  cos ts  was e v a lu a te 1.;. 
Some co n c lus io n s  about the " l a b e l "  to  be put  on the  dev ice  which is 
b a s i c a l l y  r e la te d  to  the  economic concept o f  " i . i p u te d  i n t e r e s t "  are 
developed i r. a subsequent p a r t  o f  t h i s  summary.
The exper ience  o f  f o r e ig n  c o u n t r ie s  i.. asse t  re v a lu a t io n  vas 
e xp lo re d  ne x t .  Those c o u n t r ie s  r/hich exper ienceJ  runav>ay i n f l a t i o n ,  
such as B r a . i l ,  have l i t t l e  a p p a r e n t ly  to  o f f e r  DOD in r e s ig n in g  an
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asse t  r e v a lu a t i o n  system, s in c e  t h e i r  r e v a lu a t i o n  a t te m p ts  a re  o f t e n  
t i e d  t o  a consumer o r ie n t e d  genera l  p r i c e  index which re q u i re s  
a u t h o r i t a t i v e  and re p re s s iv e  measures g e n e r a l l y  u n s u l te d  f o r  a 
dem ocra t ic  s o c ie t y .  The expe r ience  o f  Japan and t h a t  o f  a unique 
i n s t i t u t i o n  in  B r i t a i n  named The Centre  f o r  I n t e r f i r m  Comparisons 
cou ld  be o f  b e n e f i t  t o  DOD in deve lop ing  a c a p i t a l  asse t  r e v a lu a t i o n  
system.
I b e l ie v e  the most p rom is ing  source o f  inp u t  f o r  DOD in 
development o f  a c a p i t a l  asse t  r e v a lu a t i o n  system would be the 
exper ience  o f  the P h i l i p s  Company in the N e th e r la nds ,  which has 
opera ted a v i a b l e ,  p r a c t i c a l  c a p i t a l  asse t  r e v a lu a t io n  system, based 
on replacement c o s t ,  f o r  a number o f  yea rs .  The system has 
demonstrated the a b i l i t y  to  f u n c t i o n  e f f i c i e n t l y  in p r o v id in g  
in fo rm a t io n  f o r  management d e c is io n s  and o b v io u s ly  t h i s  f e a tu re  would 
be c r i t i c a l  to  any DOD ad o p t io n  as cos t  o f  an asse t  r e v a lu a t i o n  
system cou ld  h a r d l y  be j u s t i f i e d  mere ly  t o  s a t i s f y  DOD reimbursement 
p rocedure .
DOD c o n t r a c t o r s  w i l l  be faced w i t h  the requ irement o f  
deve lop ing  a t  le a s t  a rud im en ta ry  replacement cos t  system to  s a t i s f y  
the SEC fo o tn o te  requ i rem en t ,  and I b e l ie v e  proper  p la n n in g  a t  t h i s  
stage f o r  a more s o p h i s t i c a t e d  system is  ve ry  im p o r ta n t .  Development 
o f  a replacement cos t  v a l u a t i o n  system, s i m i l a r  to  t h a t  o f  the 
P h i l i p s  Company, which cou ld  j u s t i f y  i t s  e x is te n c e  In terms o f  va lue  
o f  management i n fo rm a t io n  p ro v id e d ,  would be a s i g n i f i c a n t  s tep 
fowa r d .
The p h i lo s o p h ic  o r i e n t a t i o n  o f  the c u r r e n t  c a p i t a l  asset 
v a lu a t i o n  env i ronment was exp lo red  n e x t ,  and the p a u c i t y  o f
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I n d u c t i v e l y  d e r iv e d  p ragm at ic  th e o ry  and p r a c t i c e  was no ted .  In 
most o th e r  areas a ccoun t in g  has t r a d i t i o n a l l y  been accused o f  
emphasiz ing the I n d u c t i v e  approach t o  th e o ry  development to  the 
d e t r im e n t  o f  a d e d u c t iv e  approach.  However, In c a p i t a l  asse t  v a lu a ­
t i o n  th e o ry  the exa c t  o p p o s i te  has been t r u e .  In a h y p e r s e n s i t i v e  
r e a c t io n  t o  the  asse t  o v e r v a lu a t i o n  o f  the  1920 's ,  a cco un t in g  In the 
Un i ted  S ta te s  has frowned on the  p r a c t i c a l  e x p e r im e n ta t io n  which Is 
a b s o lu te l y  e s s e n t i a l  t o  development o f  any i n d u c t i v e l y  d e r iv e d  asse t  
v a lu a t i o n  th e o ry .
Academe has p rov ide d  the  o n l y  l e g i t im a t e  arena f o r  development 
o f  new v a lu a t i o n  concep ts ,  and the r e s u l t s  in terms o f  genera l  p r i c e  
le ve l  supplementary  ad jus tm ents  have not  been ve ry  p a la ta b le  to  
p r a c t i t i o n e r s .  Ind iana Telephone C o r p o r a t io n ,  one n o ta b le  e x c e p t io n  
t o  t h i s  t r e n d ,  u t i l i z e d  a s p e c i f i c  p r i c e  le v e l  ad jus tm en t  geared to  
a replacement cos t  Index d e r iv e d  f o r  them and the te lephone in d u s t r y  
by a r e g is te r e d  p r o fe s s io n a l  e n g in e e r .  ITC e v e n t u a l l y  sw i tched to  
genera l  p r i c e  le v e l  r e p o r t i n g ,  bu t  d id  so, I b e l i e v e ,  p r i m a r i l y  to  
conform t o  Accoun t ing  Research Study No. 6 r a t h e r  than as a r e s u l t  o f  
d i s s a t i s f a c t i o n  w i t h  the replacement cos t  concept .
The f i n a l  c o n c lu s io n  o f  research in  t h i s  area was t h a t  both 
in d u c t i v e  and de duc t ive  approaches a re  e s s e n t i a l  t o  development o f  
asset  v a lu a t i o n  the o ry  and p r a c t i c e  necessary to  cope w i t h  i n f l a t i o n .
"C o s t " .  " P r o f i t "  and Defense 
Procurement C i r c u l a r  No. 107
The next s tage o f  research d e a l t  w i t h  the p e c u l i a r  communica­
t i o n  problem encountered by DOD in the i n t r o d u c t i o n  o f  a new c a p i t a l  
compensation dev ice  v ia  employment o f  a p r o f i t  fo rmu la  element
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c a l c u la t e d  on c a p i t a l  u t i l i z e d .  DPC No. 107, In t roduced  In December, 
1972, was u t i l i z e d  in less than one pe rcen t  o f  a l l  cos t  re imbursement 
c o n t r a c t s  l e t  s in c e  t h a t  t im e .  The compensat ion concept  employed 
was b a s i c a l l y  r e la te d  t o  the Idea o f  an economic c o s t  o f  funds ,  
which n e i t h e r  f i t s  In t o  the t r a d i t i o n a l  a c co un t in g  concepts  o f  " c o s t 11 
nor o f  " p r o f i t " .
The Idea t h a t  much o f  western  w o r ld  thought  processes are 
in f lu e n c e d  by the A r i s t o t e l i a n  p h i l o s o p h ic  system which o r i e n t s  
toward an " e i t h e r / o r "  two-va lued  way o f  v iew ing  peop le ,  p la c e s ,  t h in g s  
and events  was e x p lo re d .  A long w i t h  t h i s  the ideas o f  Hayakawa and 
Korzybsk i  r e l a t i v e  t o  the d e s i r a b i l i t y  o f  a m u l t i - v a l u e  and 
" e x t e n s i o n a l "  o r i e n t a t i o n  were examined. The e x te n s io n a l  meaning o f  
a word is  t h a t  which i t  s tands f o r  in  the rea l  w o r ld ,  w h i l e  the 
In te n s to n a l  meaning is  t h a t  which Is  connoted in an i n d i v i d u a l ' s  head.
DPC No. 107 was analyzed in l i g h t  o f  i t s  r e l a t i v e  o r i e n t a t i o n  
and some economic and accoun t in g  concepts o f  " c o s t "  and " p r o f i t "  
were e x p lo re d .  A genera l  c o n c lu s io n  was reached th a t  accoun t in g  
concepts o f  both " c o s t "  and " p r o f i t "  a re  more t w o - v a lu e / I n t e n s io n a 1ly  
o r ie n t e d  than are t h e i r  economic c o u n te r p a r t s .  The o b s e rv a t io n  was 
made t h a t  DPC No. 107 presented the economic concept o f  " c o s t  o f  
c a p i t a l " ,  b a s i c a l l y  a m u l t l - v a l u e / e x t e n s io n a I  concept in  terms o f  a 
fo rm at  o r ie n te d  toward the more t w o - v a l u e / i n t e n s i o n a l l y  o r ie n t e d  
concept o f  acco un t ing  " p r o f i t " .
The CASB issues paper on a successor to  DPC No. 107 was 
d iscu sse d ,  and i t s  proposal  t o  in t rod u ce  the concept o f  " t n p u te d  
i n t e r e s t "  as " c o s t "  on the o p e r a t io n a l  leve l  was examined. F i n a l l y ,  
the sugges t ion  was made t h a t  any successor t o  DPC No. 7 not  label
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the proposed " Imputed I n t e r e s t "  com pu ta t iona l  de v ice  as e i t h e r  " c o s t "  
o r  " p r o f i t " ,  but t h a t  I t  r a th e r  be In t roduced  on the  o p e r a t io n a l  
le v e l  as a co m p le te ly  new compensatIonal  concep t .
Q ue s t io n na i re  A n a ly s is  
and Resu l ts
The f i n a l  phase o f  the  research program, the research q u e s t io n  
n a l r e ,  was responded to  by 5^% o f  the defense c o n t r a c t o r  c o r p o ra t io n s  
and kS% o f  the group chosen from the  Fortune 500. The q u e s t io n n a i r e  
c o n s is te d  o f  30 qu e s t io n s  designed t o  o f f e r  i n s i g h t  I n t o  the c u r r e n t  
asse t  v a l u a t i o n  env i ronment  and some i n s i g h t  In t o  semantic  o r i e n t a t i o n  
o f  respondents,  p a r t i c u l a r l y  toward the terms " c o s t "  and " p r o f i t " .  
Answers to  a l l  bu t  Ques t ion  12 o f  P a r t  I I  r e la te d  t o  a " l e a s t "  and 
"m os t"  b e n e f i t e d  area o f  an a ccep tab le  c a p i t a l  asse t  r e v a lu a t i o n  
procedure appeared to  have been unders tood and answered in accordance 
w i t h  i n s t r u c t i o n s .
Answers were coded and analyzed by computer f o r  frequency 
response, percentage r e l a t i o n s h i p s  and c h i - s q u a re  a n a l y s i s  f o r  
p o p u la t io n  response c o n g r u l t y  and t ime pe r io d  c o n g r u l t y  on some 
q u e s t io n s .  The two groups o f  respondents d id  not  ev idence s i g n i f i c a n t  
d i f f e r e n c e  in  response except  t o  genera l  q u e s t io n s  where t h i s  
d i f f e r e n c e  cou ld  be I n t u i t i v e l y  i n f e r r e d .  Thus responses to  both 
asse t  v a lu a t i o n  qu es t ion s  and semantic  o r i e n t a t i o n  d id  no t  appear 
to  o f f e r  any s i g n i f i c a n t  d i f f e r e n c e  between the groups.
Eleven s p e c i f i c  q u e r ie s  were fo rm u la te d  f o r  p o s s ib le  answers 
by the q u e s t io n n a i r e ,  a long  w i t h  an e l i c i t e d  o p in io n  concern ing  
f e a s i b i l i t y  o f  c a p i t a l  asse t  r e v a lu a t i o n  and a p r o j e c t i o n  o f  
f u t u r e  p lans f o r  asset  r e v a lu a t i o n  e x p lo r a t i o n  by each respondent
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c o r p o r a t i o n .  The e leven q u e r ie s  are se t  o u t  In the  beg in n in g  o f  
Chapter V and are  no t  repeated here s p e c i f i c a l l y .  Responses t o  the 
q u e r ie s  a re  analyzed in d e t a i l  In Chapter  V and summarized a t  I t s  
c o n c lu s io n .  Accord I n g l y ,  they  w i l l  be summarized In terms o f  o n ly  
e s s e n t i a l  e lements here.
In genera l  th e re  was found t o  be Increased e x p l o r a t i o n  o f  
asse t  use v a l u a t i o n  v i a  In fo rm a l  s tu d ie s  d u r in g  1973-7*+. Adjustment 
to  h i s t o r i c a l  co s t  was no t  o f t e n  made, but  when I t  was, I t  came In 
the form l a r g e l y  o f  genera l  p r i c e  index use w i t h  a p re fe re n c e  f o r  the  
GNP I m p l i c i t  P r ice  D e f l a t o r .  A c ce le ra ted  methods o f  d e p r e c ia t i o n  
were p red o m in a te ly  used by DOD c o n t r a c t o r s  as opposed to  s t r a i g h t  
l i n e  method use by the o th e r  group o f  respondents .
Increased importance o f  c a p i t a l  asse t  use was e v id e n t  In 
both groups,  but more h e a v i l y  e v id e n t  In DOD c o n t r a c t o r s .  Income 
taxes was chosen as the area t o  be u e n e f l t e d  "m o s t "  by an accep tab le  
c a p i t a l  asse t  r e v a lu a t i o n  procedure f o l l o * « d  by governmental 
c o n t r a c t i n g  f o r  DOD c o n t r a c t o r s .  C a p i t a l  asse t  use va lue  increased 
s l i g h t l y  more r e la te d  to  o th e r  overhead i tems as compared t o  m a t e r i a l s  
and la b o r .
Exper ience o f  o u ts id e  a p p ra is e rs ,  fo l lo w e d  by In t e rn a l  
c o rp o ra te  e x p e r ie n c e ,  was chosen as the  most v a lu a b le  source o f  
I n fo rm a t io n  f o r  c a p i t a l  asse t  r e v a lu a t i o n .  I n t e r n a l  Revenue S e rv ice  
exper ience  was regarded as r e l a t i v e l y  w o r th le s s .  The exper ience  o f  
" h i g h l y  i n f l a t e d "  f o r e ig n  economies was judged r e l a t i v e l y  un im po r tan t  
but the o b s e rv a t io n  should aga in  be made th a t  m odera te ly  I n f l a t e d  
economies can o f f e r  very  v a lu a b le  exp e r ie nce .
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Asset  r e v a lu a t i o n  was judged t o  be p r i m a r i l y  an acco u n t in g  
versus a le g a l  prob lem, but r e c o g n i t i o n  o f  the Importance o f  the 
p a r t  the le g a l  p r o fe s s io n  w i l l  p la y  In any asse t  r e v a lu a t io n  system 
was e v id e n t  in the q u e s t io n n a i r e  response.
Economic ad jus tm ent  o f  " c o s t 1* and across  the  board r e v a lu a t i o n  
v i a  in d u s t r y  index,  w i t h  room f o r  a com b ina t ion  o f  methods, was 
judged p r e f e r a b le  t o  o t h e r  a l t e r n a t i v e s .
Government sponsored c a p i t a l  asse t  r e v a lu a t i o n  In the areas 
o f  income taxes and government c o n t r a c t i n g  seemed to  be more t o l e r a b l e  
than d id  i n d u s t r y  sponsored genera l  c a p i t a l  asse t  r e v a lu a t i o n .
N e i t h e r  group o f  respondents  showed a c l e a r  p re fe re n c e  f o r  a 
" l a b e l "  t o  a t t a c h  to  a c o n t r a c t i n g  o r  t a x  advantage v i a  c a p i t a l  asse t  
r e v a lu a t i o n ,  bu t  both c l e a r l y  r e je c te d  the lab e l  " n e i t h e r  co s t  nor 
p r o f i t " ,  perhaps ev id e n c in g  the d i s c o m fo r t  caused vdien concepts cannot 
be " p r o p e r l y "  c a te g o r iz e d  under a two-va lued  A r i s t o t e l i a n  o r i e n t a t i o n .  
The semantic o r i e n t a t i o n  o f  the respondents toward the terms " f a i r  
market v a l u e " ,  " p r o f i t "  and " c o s t "  in t h a t  o r d e r  was judged t o  be 
i n c r e a s in g l y  t w o - v a l u e / i n t e n s l o n a l .
F i n a l l y ,  most respondents f e l t  c a p i t a l  asse t  r e v a lu a t io n  
needed " c o n s id e r a b le  e x p e r im e n ta t io n  in o rd e r  to  be u s e f u l "  and most 
planned some increase in the le v e l  o f  f u t u r e  i n v e s t i g a t i o n .
CONCLUSIONS
Four ma jor  co n c lus io n s  are  drawn as a r e s u l t  o f  the combined 
research v ia  q u e s t io n n a i r e  and exam ina t ion  o f  the areas o f  c a p i t a l  
asse t  use, the c u r r e n t  env i ronm en t ,  and a s tudy  o f  Defense Procurement 
C i r c u l a r  No, 107. These are  enumerated below and fo l lo w e d  by
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recommendations f o r  f u r t h e r  research .  A number o f  m ino r  co n c lu s io n s  
and o b s e rv a t io n s  in  suppor t  o f  the  m a jo r  c o n c lu s io n s  are  made a t  
v a r io u s  p o in t s  th rough the  d i s s e r t a t i o n .
C r i t i c a l  Lack o f  Pragmatic  C a p i ta l  
Asse t  Use R eva lu a t ion  Exper ience
There appears t o  be a c r i t i c a l  lack  o f  p ragm at ic  c a p i t a l  asse t  
use r e v a lu a t i o n  exp e r ie nce  in the Un i ted  S ta te s  today .  F u r t h e r , th e re  
appears t o  be no s i g n i f i c a n t  d i f f e r e n c e  between DOD c o n t r a c t o r s  and 
o th e r  m a jo r  c o r p o r a t io n s  in t h i s  p a t t e r n  o f  la c k  o f  p ragm at ic  c a p i t a l  
asset  r e v a lu a t io n  e xp e r ie n c e .  The n e g a t ive  e f f e c t s  o f  the ma lexper ience  
o f  the 1920's in  asse t  va lue  ove rs ta tem e n t  have c o n d i t io n e d  the 
a cco un t ing  p r o f e s s io n ,  and the fo r c e s  which In f lu e n c e  acco un t in g  
p r a c t i c e  and th e o ry ,  to  f rown on any a t tem p ts  t o  in t ro d u c e  d e v ia t i o n  
from h i s t o r i c a l  c o s t - a l l o c a t I o n  d e p r e c ia t i o n .
The i n h i b i t i n g  in f l u e n c e  o f  the I n t e r n a l  Revenue Code, 
g e n e r a l l y  accepted a ccoun t in g  p r i n c i p l e s  and p a r t i c u l a r l y  the S e c u r i t i e s  
and Exchange Commission are  r e f l e c t e d  In an a c co u n t in g  h i s t o r y  in the 
U n i ted  S ta tes  a lmost  t o t a l l y  devo id  o f  n o ta b le  c a p i t a l  asse t  re v a lu a ­
t i o n  a t tem p ts  s ince  the 1920 's .  Even in  the face  o f  recent  r e l a t i v e l y  
h igh  ra te s  o f  I n f l a t i o n ,  most c o r p o ra t io n s  responding to  the q u e s t io n ­
n a i re  in d ic a te d  no a c tu a l  ad jus tm ent  o f  h i s t o r i c a l  cos t  in  re co gn iz in g  
c a p i t a l  asset  use. Of those who d id  a t tem p t  a r e v a lu a t i o n ,  I t  was 
l a r g e l y  geared to  the p r o f e s s i o n a l l y  " s a f e "  procedure o f  ad jus tment 
v ia  a genera l  p r i c e  index In c o n fo r m i t y  t o  Accoun t ing  Research Study 
No. 6 and Accoun t ing  P r i n c i p l e s  Board Statement No. 3. Th is  c o n d i t i o n
a
stands In s t a r k  c o n t r a s t  t o  the t r a d i t i o n a l  p a t t e r n  o f  I n d u c t i v e l y  
d e r iv e d  accoun t ing  theo ry  based on a s y n th e s is  o f  p ragm at ic  c u r re n t  
e xp e r ie n ce .
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Importance o f  C a p i ta l  Asset  Use 
R e v a lu a t io n  to  the U n i te d  S ta tes  
and the  Department o f  Defense
The development o f  an adequate process o f  c a p i t a l  asse t  use 
r e v a lu a t i o n  is  o f  tremendous Importance to  the  U n i ted  S ta tes  and t o  
the Department o f  Defense. A n o t i c e a b le  s h i f t  occu r re d  In the 
q u e s t io n n a i r e  response p a t t e r n  o f  c o r p o r a t io n s  away from rega rd ing  
c a p i t a l  asse t  use r e v a lu a t io n  as " n o t  too  Im p o r ta n t "  toward a p a t t e r n  
o f  re ga rd ing  i t  as " c r i t i c a l "  and " v e r y  Im p o r ta n t " .  Th is  s h i f t  was 
more pronounced In the  group o f  Defense C o n t ra c to r  C o rp o ra t io n s .
The importance o f  the concept o f  c a p i t a l  asse t  use r e v a lu a t io n  is  
a l s o  r e f l e c t e d  In the t re nd  away from "no  i n v e s t i g a t i o n "  o f  the 
concept towards Increased e x p e r im e n ta t io n  and research a t  the p resen t  
t im e ,  and p lans  f o r  an Increased leve l  o f  research I n t o  the concept 
In the f u t u r e .
Var ious  p r o fe s s io n a l  bodies have recogn ized the need f o r  
r e v a lu a t i o n  by launch ing  In te n s iv e  research s tu d ie s  i n t o  the problems 
o f  p r i c e - l e v e l  a cco un t in g ,  and the  S e c u r i t i e s  and Exchange Commission 
has g iven  I t s  concern concre te  form by r e q u i r i n g  replacement cos t  
r e p o r t i n g  on in v e n to r ie s  and f i x e d  a sse t .
A r e l a t i v e l y  la rge  percentage (a p p ro x im a te ly  30%) o f  both 
groups o f  respondents t o  the q u e s t io n n a i r e  in d ic a te d  they would 
" e n t h u s i a s t i c a l l y  welcome" government sponsored c a p i t a l  asse t  
r e v a lu a t io n  in the areas o f  income taxes and governmental a c c o u n t in g ,  
w h i l e  a lmost  h a l f  o f  each group sa id  they  would accept  i t  " w i t h  some 
re s e rv a t  i o n s " .
The qu e s t io n  o f  whether c a p i t a l  asse t  r e v a lu a t io n  w i l l  come 
t o  be Is  moot— i t  a l re a d y  has v i a  the SEC requ irement f o r  s e l e c t i v e
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replacement cos t  r e p o r t i n g .  The Department o f  Defense Is  r a t h e r  
faced w i t h  the  o p t i o n  o f  being a leader  In the  Imp lementa t ion  and 
development o f  c a p i t a l  asse t  use r e v a lu a t i o n  o r  choos ing t o  accept 
r e v a lu a t i o n  concepts and procedures developed by o th e r s .
D e s i r a b i l i t y  and F e a s i b i l i t y  o f  
Replacement Cost as Value 
Surroga te  In C a p i ta l  Asset 
R eva lu a t ion  System
Replacement cos t  Is both h i g h l y  d e s i r a b le  as a va lue  s u r rog a te  
and i t s  use f e a s ib l e  In a Department o f  Defense p ragm at ic  c a p i t a l  
asset  r e v a lu a t io n  system. Of the v a r io u s  p ragm at ic  a l t e r n a t i v e s  
a v a i l a b l e  f o r  a c a p i t a l  asset  r e v a lu a t i o n  system, replacement cos t  
Is most d i r e c t l y  r e la te d  to  a measure o f  c u r r e n t  economic s a c r i f i c e .  
A pp ra ise rs  have worked e x t e n s i v e l y  w i t h  t h i s  concept and t h e i r  va lue 
as an in fo rm a t io n  source was r e a d i l y  recogn ized by most respondent 
c o rp o ra t  i o n s .
The S e c u r i t i e s  and Exchange Commission Is now r e q u i r i n g  the 
g e n e ra t io n  and r e p o r t i n g  o f  replacement cos t  v ia  unaud i ted  f o o tn o te ,  
and t h i s  bodes t o  be the p re c u rs o r  o f  more e x te n s iv e  replacement cos t  
r e p o r t i n g .  Development o f  a t  le a s t  a rud im en ta ry  replacement cos t  
system Is mandatory now, due to  the SEC r e p o r t i n g  requ i rem en t ,  and 
the economic b e n e f i t s  o f  manager ia l  i n fo rm a t io n  p rov ide d  should 
j u s t i f y  development o f  a more s o p h i s t i c a t e d  system.
The exper ience  o f  the P h i l i p s  Company In the  Ne ther lands  w i th  
pragm at ic  and e f f e c t i v e  use o f  a replacement cos t  asse t  v a l u a t i o n  
system ove r  an e x te n s iv e  pe r iod  o f  t im e ,  on a w o r ld -w ide  b a s is ,  g ives  
ample p ro o f  o f  the  f e a s i b i l i t y  o f  such a system. The exper ience
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o f  t h i s  company should be drawn upon h e a v i l y  In development o f  a DOD 
c a p i t a l  asse t  r e v a lu a t i o n  system.
Importance o f  " L a b e l i n g 11 and O r ie n t a t io n  
to  C a p i t a l  Funding Compensation Device
The new " im pu ted  I n t e r e s t "  concept  f o r  compensating DOD 
c o n t r a c t o r s  should no t  be " l a b e l e d "  e i t h e r  " c o s t "  o r  " p r o f i t " ,  but 
r a th e r  should be in t rodu ced  w i t h  adequate o r i e n t a t i o n  a t  the 
o p e r a t io n a l  le v e l  as a co m p le te ly  new concept  in  c o n t r a c t o r  compensa­
t i o n .  Any successor to  Defense Procurement C i r c u l a r  No. 107 should 
be ca s t  in a m u l t i - v a i u e / e x t e n s l o n a l  fo rm at  which does not p lace 
t h e  new compensation dev ice  Tn the t r a d i t i o n a l  acco un t ing  concept 
o f  e i t h e r  " c o s t "  o r  " p r o f i t " ,  bu t  r a th e r  which p o in t s  to  i t  as some­
t h i n g  new and d i f f e r e n t  from t r a d i t i o n a l  a c co u n t in g  concepts .  I t  
should not be assumed t h a t  a "bus iness  as u s u a l "  i n i t i a t i o n  t o  the 
concept a t  the o p e r a t io n a l  leve l  w i l l  insu re  acceptance.
RECOMMENDATIONS FOR FURTHER RESEARCH
The sudden and d ram a t ic  s h i f t  in  r e l a t i v e  importance o f  c a p i t a l  
asse t  use r e v a lu a t i o n ,  coupled w i th  the f a c t  t h a t  pragmat ic  
e x p e r im e n ta t io n  in t h i s  area has so long been a f u t i l e  e x e r c i s e ,  
make i t  a f e r t i l e  and broad area f o r  research .  The d e c is io n  by the 
SEC t o  reverse i t s  lo n g -s ta n d in g  p r o h i b i t i o n  a g a in s t  r e p o r t i n g  which 
de v ia te s  from h i s t o r i c a l  c o s t ,  v i a  I t s  requ irement o f  replacement 
co s t  r e p o r t i n g  ( a l b e i t  i n fo r m a l )  opens a vas t  new arena in which 
researchers  can conduct e x p e r im e n ta t io n .
For the Department o f  Defense, emphasis must l i e  on deve lop ­
ment, in as s h o r t  a t ime as is  c o n s is te n t  w i t h  re qu i re d  le v e ls  o f
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performance, o f  a system which w i l t  serve as a ba s is  f o r  e v a lu a t in g  
" f a i r "  compensat ion o f  c o n t r a c t o r s  f o r  c a p i t a l  asset  use tn 
i n f l a t i o n a r y  p e r io d s *  In a d d i t i o n ,  the system should serve as a 
bas is  f o r  g e n e ra t in g  SEC re q u i re d  replacement cos t  f i g u r e s ,  and 
f u r n i s h  accep tab le  i n fo rm a t io n  f o r  management d e c is io n s  In o rd e r  t o  
j u s t i f y  the expense o f  i t s  o p e r a t io n .
Any 00D c a p i t a l  asse t  r e v a lu a t i o n  system would a l s o  o b v io u s ly  
have t o  a r t i c u l a t e  w i t h  the new CASS d e p r e c ia t i o n  s tan da rd ,  and the 
p r a c t i c a l  problems in  such a merger a l s o  o f f e r  much m a te r i a l  f o r  
research.
F i n a l l y ,  i t  is  once aga in  s t r o n g l y  recommended th a t  any 
a t tem pt  a t  development o f  a DOD c a p i t a l  asse t  r e v a lu a t io n  system 
s t a r t  w i t h  a comprehensive e v a lu a t i o n  o f  the replacement cos t  
system o f  the N e th e r la nd s '  P h i l i p s  Company. Since t h a t  system has 
stood the t e s t  o f  t ime in adap t in g  t o  m u l t i p l e  r e p o r t i n g  requirements  
exacted on a w o r ld -w id e  b a s is ,  i t  has t o  be a r i c h  source o f  
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N ic h o l l s  S t a t e  U n iv e r s it y
C o u n i op Business Administration 
THIBODAUX. LOUISIANA 70301
■ox sots
IPARTMENT OF ACCOUNTINS UNIVERSITY STATION
Mr. XXX 
C o n t r o l l e r  
XXX C o rp o ra t ion  
Address
Dear Mr. XXX:
The c u r r e n t  c o n d i t i o n  o f  r a p i d l y  e s c a la t i n g  i n f l a t i o n  is  f o r c i n g  the  
accoun t ing  p r o fe s s io n  t o  a c t i v e l y  c o n s id e r  s o l u t i o n s  t o  many prob lems, 
i n c lu d in g  th a t  o f  p la c in g  a c u r r e n t  p r i c e  tag on the  use o f  
t a n g ib le  c a p i t a l  a s se ts .
Because o f  your  e x p e r t i s e  and p r a c t i c a l  e x p e r ie n c e ,  I am very  
i n te re s te d  In your  v iews r e l a t i n g  to  t h i s  problem.
Responses to  the enc losed q u e s t io n n a i r e  w i l l  form the ba s is  f o r  p a r t  
o f  my accoun t ing  Ph.D. d i s s e r t a t i o n  a t  Lou is iana  S ta te  U n i v e r s i t y  a t  
Baton Rouge.
I f  I may impose on you r  good w i l l  and v a lu a b le  t im e  f o r  a few m in u te s ,
I ask you t o  p lease complete the  q u e s t io n n a i r e  and r e tu rn  i t  v i a  the
a t ta c h e d ,  stamped, s e l f - a d d re s s e d  enve lope.  The q u e s t io n n a i r e  Is 
designed t o  be answered q u i c k l y  w i t h  a minimum burden p laced  on you.
I can o f f e r  n o th in g  tn r e tu rn  but  the s a t i s f a c t i o n  o f  hav ing a ided an 
a t tem p t  to  i n t e r j e c t  c u r re n t  p r a c t i c a l  expe r ience  i n t o  the s tudy o f  a 
c r i t i c a l  t h e o r e t i c a l  problem, and the s in c e re  thanks o f  a g r a t e f u l  
academ ic  ian.
O bv ious ly ,  the c o n f i d e n t i a l i t y  o f  your  I n d i v i d u a l  response w i l l  be 
p r o te c te d ,  and I t s  use l i m i t e d  t o  development o f  s t a t i s t i c a l  ta b le s  
which in  no way w i i l  I d e n t i f y  I n d i v i d u a l  respondents.
Again my thanks; your response w i l l  be a g rea t  h e lp  t o  me, and I w i l l
do my best to  insure  th a t  your  t ime investment pays d iv id e n d s  to  the
a ccoun t ing  p r o fe s s io n .
S in c e r e l y ,
Joseph V. F a i r c h i l d ,  J r . ,  M .B .A . ,  C.P.A. 
A s s i s t a n t  P ro fe s s o r  o f  Accoun t ing
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N ic h o l l s  S t a t e  U n iv e r s it y
C o llu i or Bur in us A dm in iet it at ion 
THIBODAUX. LOUISIANA 70301
■PANTMINT OF ACCOUNT I NO
•OX «Ot> 
UNIVKMITY STATION
H r .  XXX 
C o n t r o l l e r  
XXX C o r p o r a t i o n  
A d d re ss
Dear  Mr .  XXX:
R e c e n t l y  you s h o u ld  have r e c e i v e d  a s h o r t  r e s e a r c h  q u e s t i o n n a i r e  
c o n c e r n i n g  y o u r  e x p e r i e n c e  and v ie w s  on p l a c i n g  a p r i c e  t a g  on 
c a p i t a )  a s s e t  u s e .
I r e a l i z e  t h e  t i m i n g  may have been u n f o r t u n a t e  due t o  yea i—end 
c l o s i n g  p r e s s u r e  on m os t  c o m p t r o l l e r s  d u r i n g  t h i s  p e r i o d  o f  t h e  y e a r .
Assuming you may n o t  be u n d e r  q u i t e  so  much p r e s s u r e  now, I a s k  you 
t o  p l e a s e  r e c o n s i d e r  r e s p o n d in g  t o  t h e  q u e s t i o n n a i r e  e n c l o s e d .
You r  e x p e r i e n c e  can f u r n i s h  a v a l u a b l e  I n p u t  i n t o  t h i s  r e s e a r c h ,  and 
y o u r  respon se  i s  v i t a l  t o  i t s  s u c c e s s  due t o  t h e  r e l a t i v e l y  s m a l l  
s i z e  o f  t h e  r e s e a r c h  sample  g r o u p .
A g a in ,  my s i n c e r e  th a n k s  t o  you f o r  t a k i n g  y o u r  v a l u a b l e  t im e  t o  
respond  t o  t h i s  r e q u e s t .  C o n f i d e n t i a l i t y  o f  y o u r  respon se  w i l l  o f  
c o u r s e  a g a in  be a s s u r e d  and y o u r  I n d i v i d u a l  r e s p o n s e  g r e a t l y  
a p p r e c i a t e d .
SI nee re  1y ,
Joseph V. F a i r c h i l d ,  J r .





D e f i n i t i o n : The t e r m  " c a p i t a l  a s s e t "  I s  d e f i n e d  f o r  p u rp o s e s  o f  t h i s
q u e s t i o n n a i r e  as f o l l o w s :  a s s e t s  t h a t  have  p h y s i c a l  s u b s t a n c e ,  more
th a n  m in im a l  v a l u e ,  and a r e  e x p e c te d  t o  be h e l d  by an  e n t e r p r i s e  f o r  
c o n t i n u e d  use o r  p o s s e s s io n  beyond t h e  c u r r e n t  a c c o u n t i n g  p e r i o d  f o r  
t h e  s e r v i c e s  t h e y  y i e l d .
I n s t r u c t i o n s  G ene ra l : A l l  answers should be in terms o f  your  own
in t e r n a l  c o n s id e r a t i o n  f o r  p ro d u c t io n  c o n t r a c t  n e g o t ia t i o n s  r a th e r  
than f o r  fo rmal  e x te r n a l  f i n a n c i a l  r e p o r t i n g .
P a r t  J_ Please check o n ly  one most a p p r o p r ia te  answer f o r  each q u e s t io n .
1. We c o n s id e r  c a p i t a l  asse t  use cos ts  to  be:
A c r i t l e a l  B v e ry  im por tan t  C ^ lm p o r tan t  D not too  Importan t  
E un im po r tan t
2 .  Compared t o  m a t e r i a l s  and l a b o r ,  c a p i t a l  a s s e t  use  c o s t s  a r e ;
A much more im po r tan t  B more Importan t  C o f  equal importance 
D_less im po r ta n t  E un im por tan t
3. Compared t o  o th e r  overhead i tems,  c a p i t a l  asse t  use cos ts  a re :
A much more im po r tan t  B more Im por tan t  C o f  equal importance 
D_less Im por tan t  E un im por tan t
*4. Our most power fu l  d e t e r r e n t  t o  use o f  c u r r e n t  replacement va lue  
f o r  c a p i t a l  asse ts  would be:
A d e t e r m i n a t i o n  d i f f i c u l t y  B n o n - a c c e p t a n c e  f o r  g o v e rn m e n ta l  
c o n t r a c t i n g  C n o n - a c c e p t a n c e  f o r  Income ta x e s  D u n i o n  r e s i s t a n c e  
E d i v e r g e n c e  f ro m  " g e n e r a l l y  a c c e p te d  a c c o u n t i n g  p r i n c i p l e s "
5. Our c a p i t a l  asse t  age s t r u c t u r e  is  more h e a v i l y  weighted toward;
A 0-5 years  B_5~10 years C_10-J5 years D _ l5 - 20 years E ove r  20 years
6 .  In g e n e r a l  we a r e :
A heav11y sa les  o r ie n te d  B more h e a v i l y  sa les  o r ie n te d  than
p r o d u c t i o n  o r i e n t e d  C a b o u t  e q u a l l y  s a l e s  and p r o d u c t i o n  o r i e n t e d
D more h e a v i l y  p r o d u c t io n  than sa les  o r ie n t e d  E h e a v i l y  
p ro d u c t io n  o r ie n te d
7- To us, cos t  reimbursement type sa les  to  government agencies a re :
A most im po r tan t  B very  im por tan t  C im po r tan t  D not  too  im por tan t
E i n c o n s e q u e n t i a l
8 .  Com pe nsa t ion  f o r  use o f  a f u l l y  d e p r e c i a t e d  c a p i t a l  a s s e t  s h o u ld  be 
cons t de r e d :
A a l l  " p r o f i t "  B p a r t  o f  c u r r e n t  r e p la c e m e n t  v a l u e  C r e t u r n  o f
e c o n o m i c a l l y  a d j u s t e d  " c o s t "  D n e i t h e r  " c o s t "  r e t u r n  n o r  " p r o f i t "
E a com b ina t ion  o f  " c o s t "  r e tu rn  and " p r o f i t "
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$.  A s i g n i f i c a n t  ta x  o r  c o n t r a c t i n g  advantage v i a  c a p i t a l  asse t  
r e v a lu a t i o n  should be regarded as:
A a d d i t i o n a l  " p r o f i t 11 B p a r t  o f  c u r r e n t  replacement va lue  
C r e t u r n  o f  e c o n o m ic a l ly  a d ju s te d  " c o s t "  D n e i t h e r  " c o s t "  r e tu r n  
no r  " p r o f i t "  E a com b ina t ion  o f  " c o s t "  r e tu rn  and " p r o f i t
10. I regard the term " f a i r  market v a lu e "  as:
A_tncapab1e o f  p r e c is e  d e l i n e a t i o n  8 d e f ln e a b le  w i t h i n  broad l i m i t s  
C d e f ln e a b le  by n e g o t ia te d  agreement D d e f ln e a b le  w i t h i n  p r e c is e  
l i m i t s  E eas11y d e f ln e a b le  w i t h i n  p r e c is e  l i m i t s
11. The most v a lu a b le  source o f  In fo rm a t io n  about c a p i t a l  asse t  use 
r e v a lu a t i o n  would be:
A exper ience  o f  h i g h l y  I n f l a t e d  f o r e i g n  economies B I n t e r n a l  
Revenue S e rv ice  v a lu a t i o n  exp e r ie nce  C _ l i t i g a t i o n  I n v o l v i n g  asse t  
va lue  D ou r  own i n t e r n a l  exp e r ie nce  E expe r ience  o f  o u ts id e  
p r o fe s s io n a l  a p p ra is e rs
12. I would p r e f e r  a r e v a lu a t i o n  system o r i e n t e d  to :
A s u b je c t i v e  expe r ie nce  o f  each company B o p in io n s  o f  independent 
a p p ra is e rs  C across the board r e v a lu a t i o n  v i a  an in d u s t r y  Index 
D across  the board r e v a lu a t i o n  v ia  a genera l  Index E a com b ina t ion  
o f  the above procedures
13. As a r e s u l t  o f  ou r  research a n d /o r  exper ience  In 1973/7** we 
conc lude c a p i t a l  asse t  r e v a lu a t i o n :
A Is f e a s i b l e  a t  t h i s  t ime £ _ Is  f e a s i b l e  i f  re q u i re d  In the f u t u r e  
C needs co n s Id e ra b le  e x p e r im e n ta t io n  t o  be u s e fu l  D w i l l  p roba b ly  
never  be f e a s i b l e  E no research o r  exp er ience
|4.  Our p resen t  p la ns  c a l l  f o r  f u t u r e  i n v e s t i g a t i o n  o f  c a p i t a l  asset  
r e v a lu a t i o n  t o  be:
A v a s t l y  a c c e le ra te d  B m o dera te ly  increased C con t inued  a t  about 
the  same sca le  D__reduced E d is c o n t in u e d  o r  not  engaged in
15. in d u s t ry -sp on so re d  c a p i t a l  asse t  use r e v a lu a t io n  should be accepted:  
A under no c i rcum stances  B o n ly  as a " l a s t  r e s o r t "  i n f l a t i o n  pe r iod  
a l t e r n a t i v e  C_in pe r iods  o f  ra p id  i n f l a t i o n  D_in pe r iod s  o f  
moderate i n f l a t i o n  § _ t r  f a i r l y  s t a b le  economic pe r io d s
16. The c o n c e p t  o f  " c o s t " :
A js  c l e a r l y  o p p o s i te  to  " p r o f i t "  B is  not always c l e a r l y
d i s t i n g u i s h a b l e  f ro m  " p r o f i t "  C c o u l d  be c o n f u s e d  w i t h  " p r o f i t "
D re q u i re s  d e t a i l e d  a n a ly s i s  to  d i s t i n g u i s h  from " p r o f i t "
E can1t  be a b s o lu t e l y  d e l in e a te d  from " p r o f i t "
17* Our p re fe ren ce  f o r  r e c o g n i t i o n  o f  i n f l a t i o n a r y  e f f e c t s  on c a p i t a l  
asset  use va lue  in income t a x a t i o n  o r  c o n t r a c t in g  would be:
A an economic ad jus tment  o f  " c o s t "  B a " p r o f i t "  ad jus tment  based on 
an Index C a com b ina t ion  o f  the above f a c t o r s  0 more rap id  
d e p r e c ia t i o n  p lu s  an " i n t e r e s t "  a l lowance on c a p i t a l  investment 
E s u b s t i t u t i o n  o f  p resen t  le as in g  cos t  o f  asse ts  f o r  d e p re c ia t i o n
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18. The d i f f i c u l t i e s  encountered tn  c a p i t a l  asse t  use r e v a lu a t i o n  
would be:
A p r i m a r I l v  a lega l  problem B more a lega l  than an accoun t ing  
problem C about e q u a l l y  d i s t r i b u t e d  between lega l  and acco u n t in g  
problems D more an a c c o un t in g  than a lega l  problem E p r i m a r i l y  an 
accoun t ing  problem
Par t  11 Please check o n ly  one most a p p r o p r ia te  answer in each co lumn.
Eng inee r ing  es t im a te s  a n d /o r  
a p p ra 1sa 1s 
Combinat ion o f  above methods 
No ad justment made
Column 1 Column 2
1. Dur ing 1973/7*+ the importance o f  c a p i t a l  asset  use
M a t e r i a l s  & Labor
va lue  compared 
Other Overhead
Increased c o n s id e ra b ly A A
Increased modera te ly B B
Remained about the same C C
Decreased m odera te ly D D
Decreased c o n s id e ra b ly E E
2, We valued c a p i t a l  asse t  use p r i m a r i l y  v i a :
P r i o r  t o  '73 
S t r a i q h t  l i n e  d e p r e c i a t i o n  A
7? & 7 *
A
D e c l in in g  balance method B "  B--------
"Machine ho u rs "  o r  o th e r  
u s e -o r ie n te d  method C c
Sum o f  the years d i g i t s  method D D
Other d e p r e c ia t i o n  method E ' E........
3. We ad jus te d  c a p i t a l  asse t  h i s t o r i c a l  cos t  v i a :
P r i o r  t o  '73 
General p r i c e  index A
'73  & ' 7k  
A
I n d u s t r y  p r i c e  index B B
D
T
k,  We u t i l i z e d  p r i m a r i l y  the f o l l o w in g  index:
Consumer P r ice  Index 
Wholesale P r ic e  Index 
Gross Nat i ona1 Product  D e f l a t o r  
Sub- index o f  one o f  the above 
Other index
No ad jus tment  made by index





•73 c ■;*+ 
A
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Column 1 Column 2
5. We a d ju s te d  c a p i t a l  asse t  h i s t o r i c a l  co s t  v i a :
P r i o r  t o  *73 '73  & '7A
Our own e n g in e e r in g  es t im a tes
a n d /o r  a p p ra is a ls  _____ A A
Outside e n g in e e r in g  es t im a tes
a n d /o r  a p p r a i s a l s  ______B_____________ B
Our e n g in e e r in g  es t im a te s  and
o u ts id e  a p p r a is a ls  _____ C_____________ C
Our a p p r a i s a l s  and o u ts id e
e n g in e e r in g  es t im a tes  P_____________  D
No ad jus tm ent  v ia  e n g in e e r in g
e s t im a te s  a n d /o r  a p p r a is a ls   E_____________ E
6. We cons idered  the d i f f e r e n c e  between c a p i t a l  asse t  h i s t o r i c a l  cos t  
and c u r r e n t  replacement va lu e  as:
P r i o r  t o  '73 '73  & '7*+
C r i t i c a l  A A
Very im por tan t  B B
Important  C_____________  C
Not too  im por tan t  _____ jj_____________ D
Unimportant  _____ E_____________ E
7. We exp lo re d  c a p i t a l  asse t  use r e v a lu a t i o n :
P r i o r  t o  '73 '73 & '7*+
E x te n s iv e ly
F a i r l y  e x t e n s i v e l y  B______  B_
M odera te ly_________________________  C_______  C_
Very l i t t l e   D______   D_
Not a t  a l l __________________________ E_____________  E
8. Our I n v e s t i g a t i o n  o f  c a p i t a l  asse t  use r e v a lu a t io n  took the form o f ;
P r i o r  t o  '73 '73 & '74
Formal research p r o j e c t s  and
company wide exper iments  A A
Formal research p r o j e c t s  and
se le c te d  exper iments_________________ Q______  B
Formal research p r o j e c t s  o n ly   C ____ £____
Informal s tu d ie s ________________________ D______  D
No i n v e s t i g a t i o n ___________________ £_____________ E
9. Our use o f  these asse ts  is  valued a t :
F u l l y  D ep rec i -  Donated
ated Assets Assets
Zero A_____________   6___
Scrap va lue  _______________  B
Replacement va lue 
Appra ised va lue  
Other
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Column I Column 2
10. Government sponsored c a p i t a l  asse t  r e v a lu a t i o n  o f f e r i n g  s i g n i f i c a n t  
advantages in these areas shou ld  be:
Governmenta1 
income Taxes C o n t ra c t in g
Rejected c o m p le te ly  A A
Accepted o n ly  as a temporary
i n f l a t i o n  ad jus tm en t  6 B________
Accepted i n d i f f e r e n t l y  ** C
Accepted w i t h  some re s e rv a t io n s  p______  D
E n t h u s i a s t i c a l l y  welcomed_________ £_______ E________
I I .  The meaning o f  these concepts Is :
Very c l e a r — no d e v ia t i o n  
F a i r l y  c l e a r — some room 
f o r  I n t e r p r e t a t i o n  
C le a r ,  bu t  open t o
c o n s id e ra b le  i n t e r p r e t a t i o n  
Sub jec t  t o  wide range o f  
i n t e r p r e t a t I o n  
Not too c l e a r
" C o s t "  " P r o f i t 1
12. An accep tab le  c a p i t a l  
b e n e f i t  us in :
Union n e g o t ia t i o n s  
Income taxes 
I n t e r n a l  t r a n s f e r  p r i c i n g  
Governmental c o n t r a c t in g  
D iv idend p o l i c y  defense
r e v a lu a t i o n  procedure would 
Least Most
5L_ _ c _




Par t  1 Group 1 Group 11
Quest ion
Numbe r Number Percent Number Percent
1 -  A 10 19.2 5 11.1
B 22 42.3 21 46 .6
C 11 21.2 16 35.6
D 9 17-3 3 6 .7
E 0 0.0 0 0.0
52 100.0 **5 100.0
2 -  A 1 1.9 0 0 .0
B 5 9.6 3 6 .7
C 27 51.9 14 31.1
D 19 36.6 27 60 .0
E 0 0.0 1 2.2
52 100.0 *+5 100.0
3 -  A 4 7.7 1 2.2
B 13 25.0 13 28.9
C 20 38.5 23 51.1
D 15 28,8 8 17.8
E 0 0 .0 0 0 .0
52 100.0 **5 100.0
4 -  A 11 26.7 2b 61.6
B 14 31.1 0 0 .0
C 6 13.3 5 12.8
0 1 2.2 0 0 .0
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P a r t  I I Group 1 G roup 11
Number Percent Number Percent
Quest Ion C o l . Co l . Co l . Co l . C o l . C o l . C o l . Co l .
Number 1 2 1 2 1 2 1 2
1 -  A 8 8 16.7 16.3 6 6 13.3 11.4
B 6 7 12.5 14.3 9 12 20 .0 27-3
C 27 30 56.2 61 .3 13 21 40 .0 47.7
D 5 3 10.4 6.1 6 6 13.3 13.6
E 2 1 4 .2 2 .0 6 0 13.4 0 .0
48 49 100 .0 100.0 45 45 100.0 100.0
2 - A 23 22 46 .0 44 .0 3 6 38 83 .7 88 .4
B 10 11 20 .0 22.0 4 4 9 .3 9 .3
C 2 1 4 .0 2.0 0 0 0 .0 0 .0
0 14 15 28.0 30 .0 2 1 4 .7 2 .3
E 1 1 2 .0 2.0 1 i o 2.3 0 .0’ ....  f 1
1
50 ■ 50 100.0 100.0 43 43 100.0 100.0
1
3 -  A 0 2 0 .0 4 .0 2 4 .5 9.1
B 1 2 2 .0 4 .0 1 1 2.4 2.3
C 3 3 6 .0 6 .0 2 2 4 .5 4 .5
0 2 4 4 .0 8 .0 0 0 0 .0 0 .0
E 44 39 88 .0 78 .0 3 3 . | ?7 88 .6 84.1
50 ! 50
1
100.0 100.0 44 44 100.0 100.0
4 -  A
t
0 ! 0 0 .0 0 .0 0 1 0 .0 2.4
B 0 1 0 .0 2. 1 1 1 2 .4 2 .4
C 1 2 2. 1 4 .3 3 4 7.1 9.5
D 0 1 0 .0 2. 1 0 0 0 .0 0.0
E 1 2 2.1 4 .3 0 0 0 .0 0 .0
F 46 41 95 .8 87 .2 38 36 3 0 ,5  .. 85 .7T ...............
! 481
f . .
, 7 100.0 100.0 42 42 100.0 100.0
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Par t  I I G roup 1 Group 11
Number Percent Number Percent
Quest Ion C o l . C o l , C o l . Col . Co l . Col . C o l . Co l .
Number 1 2 1 2 1 2 1 2
5 -  A 1 2 2 .0 6 .0 2 3 6 .7 7 .0
B 3 1 6 .0 2 .0 0 0 0 .0 0 .0
C 3 3 6 .0 6 .0 0 0 0 .0 0 .0
0 0 0 0 .0 0 .0 1 1 2.3 2.3
E 63 66 86 .0 88 .0 60 39 93 .0 90.7
50 50 100.0 100.0 63 63 100.0 100.0
6 -  A 2 5 6.1 10.2 1 3 2 .6 7. I
B 6 12 12.2 26.5 5 5 11.9 11.9
c 19 16 38.8 32.7 13 16 31 .0 33.3
D 16 9 32.7 18.3 17 15 60 .5 35.8
E 6 7 12.2 16.3_ 6 5 16.2 11.9
69 69 100.0 100.0 62 62 100.0 100.0
7 -  A 1 3 2.0 5 .9 0 0 0 .0 0 .0
B 2 6 6 . 1 7.8 I 3 2.2 6 .7
C 8 12 16.3 23.6 10 16 22.2 35.6
0 17 17 36.7 33.3 16 17 31 .2 37.7
21 >5 6 2 .9 29.6 20 9 66 .6 20.0E j
1
69 51 100.0 100.0 65 65 100.0 100.0
1
8 - A j 0 2 0 .0 0 .0 0 0 0 .0 0.0
B ! 3 2 6.3 6 .0 0 1 0 .0 2.3
c i 1 2 2.1 6 .0 0 0 0 .0 0 .0
0 1 21 27 63.7 56.0 19 32 66 .2 72.7
E 23 17 6 7 ,2 36.0 26 11 55 -8 25.0
68 50 [100.0 
i* i
100.0 63 66 4100.0 100.0
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P a r t  I I Group 1 G roup 11
Number Percent Number Percent
Quest Ion Co). C o l . Col. C o l . C o l . Co l . Co l . Co l .
Number 1 2 1 2 1 2 1
1
2
9 -  A 33 21 68.8 63 .6 25 8 64.1 34.8
B 9 4 18.8 12.1 10 1 25.6 4 .3
C 1 0 2. 1 0 .0 2 2 5.1 8 .7
D 3 7 6.3 21.2 0 7 0 .0 30,4
E 2 1 4 .2 _ 3 ,  0 2 5 L 5.1. 21.7





10 -  A 4 5 8.7 10.9 4
1 !
' 4 i 9 .8 11.8
B 8 5 17.4 10.9 3 5 7.3 14.7
C 0 2 0 .0 4 .3 1 1 2 .4 2.9
D 21 22 45-7 47 .8 20 15 48 .8 44.1
E 13 12 28.3 26.1 13 9 31.7 26.5
48 46 100.0 100.0 41 34
t|
100.0 100.0
11 -  A 9 9 18.0 18.0 4
\
3 9.3 7.1
B 15 11 30.0 22 .0 11 I t 25.6 26.2
C 19 16 38.0 32 .0 17 12 1 39.5 28.6
D 6 13 12.0 26.0 8 13 18.6 31.0
E 1 1 2.0 2 .0 3 3 __ 7 .0 7.1
50 50 100.0 100.0 43 * 2 :
i
100.0 100.0
12 -  A 16 1 44.4 2 .9 9 0 1 28. 1 0 .0
B 2 24 5.6 68 .5 0 3° ; 0 .0 85 .6
C 4 1 11.1 2 .9 3 i 1 9 .4 2 .9
0 3 8 8.3 22.8 16 i 50.0 2.9
E 11 1 30.6 2 .9 } -J 2-5 8 .6
36 i 
------------
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